The year 1953 began with 
Congressman Reed's H. R. 1, 
a bill to reduce taxes; 
shortly after that, 

a new Commissioner— 

T. Coleman Andrews— 

was appointed. 
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DECEMBER 


During MARCH, APRIL and 
MAY the tax-enforcement 
policy was tightened, 
President Eisenhower 
asked that a state-federal tax study 

group be appointed, and the reorganizing 

and reshuffling of the 

Bureau of Internal 

Revenue continued. 

In JUNE the President 

asked that there be 

no tax reduction; and 

the excess profits 

tax, scheduled to die, in 

JULY was kept alive. In AUGUST the 

Technical Changes Act of 1953 was enacted. 
SEPTEMBER, OCTOBER and NOVEMBER were rather 
quiet months: Regulations 118 were issued and 

the Supreme Court reconvened with a heavy calendar 
of tax cases. DECEMBER is marked by the close of 
the taxable year and the issuance of tax forms. 





Coming — Beware the Ides of March! 
Such was the fateful warning given some 
years back to Julius Caesar, who, to his 
regret, it has been reported, paid it little 
heed. Although the Commissioner is more 
matter of fact in his warning—a simple tax 
return—his March 15 return deadline is one 
that taxpayers should certainly heed. Tax- 
payers and their advisers will find material 
in our January issue which should assist 
them in coping with the tax problems which 
will arise prior to March 15. For example, 
George B. Lourie and Arnold R. Cutler dis- 
cuss paymeni under the federal tax laws, 
and Eugene H. Kramer deals with the prob- 
lem of whether property repairs are to be 
capitalized or expensed. 


We will complete our presentation of the 
papers of the recent Chicago tax conference 
by publishing articles by Roland K. Smith 
and Austin Fleming, dealing with the marital 
deduction and the use of powers in estate 
planning. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Bustness Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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Court... 


Administrative... 


FEDERAL No CONTEST was the decision wher 
TAXES Ford dealer invited the public to inspect 


incentive advertised that a new Ford would be given away t 


a new Ford and as 
some person visiting the showroom at the dealer’s place of busi 


ness on June 18, 1948. A woman visitor placed her name in a 


barrel, her name was drawn, and the car was delivered to her at 


her home. She did not enter a contest since she did nothing ex 


cept visit a showroom, ostensibly for the purpose of viewing the 
new Ford; the car was a gift to her; and its value w: 


cludable in her income for 1948 Bates v. Gle 


<2 
n, dd { 


Ky.) 


» 
BANxk DEPOSITS are prime target 


revenue agents in their search for unreported income Many 


deficiency determination is upheld because there is not an ade 
quate explanation as to the source of such deposits. Such 
case where a doctor had bank deposits some of 


were ihe proceeds Ot loans: others howe Vel 


deposits » the latter, “the record does 
petitioner was particularly helptul in explaining 
aeposits ; x did he at the trial ‘ro any adequate ( 


overcome respondent's determination that certain unexptall 


deposits, remaining after all others had been identified, were add 
_ 


tional income Che result: Besides upholding the deficienc: 


2 
| 


determination, negligence penalties and penalties for understating 


i 


j 


the amount of estimated tax were sustained Benjamin H. Min 


ew, CCH Dec. 19,917(M), 12 TCM 1107 


lr IS DOUBTEUL that many cab drivers 
would be satisfied with a tip of 10 per cent of the fare, yet besides 
contending that tips were gifts or gratuities and therefore, not 
taxable, the cab driver in Glen L. Stocklaufer, CCH Dec. 19.911(M) 
12 TCM 1099, objected to the Commissioner's determination that 


the amount of his income be increased by 10 per cent of 40 pet 
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Interpretations 


cent of the gross fares (his commission) for the years 1948, 1949 
and 1950. After first denying the receipt of any tips, he had pro 
duced sheets which showed his tips at much less amounts than 


amounts computed at a 10 per cent rate, but “The form, style and 


] 
COLOT 


-d 


of the entries gave the appearance that all the sheets were pre 
at the same time, rather than contemporaneous with the 
payment of the tips. If these were summary sheets, we have no 
proof as to the original records.” Therefore, there was no error 


in the deficiency determination 


\ PUAL DAMAGES and punitive dam 


were segregated in determining what amount should be tax 


A0eS 
iS 


ible as the result of compromise settlement of a civil antitrust 


action. The treble damage provisions applicable in such actions 
indicated that one third should be applied to actual damages as 
being the proceeds of claims for lost profits, recovery of deduct 
ible amounts and other similar claims of actual damage; the re 
mainder was collected in lieu of punitive damages. The former 
amount was taxable income, the latter was not.—Obear-Nester 
Glass Company, CCH Dec. 19.915. 20 T( No. 152. 


_ 

| Hk DOCTRINE of constructive receipt 
was not applied where a shareholder in different federally guar 
anteed savings and loans associations received by check in 1950, 
dividends which had been declared and were payable on Decem 
ber 31, 1949. Although certain shareholders personally appeared 
and received their dividends in 1949, in this case the dividends 
vere not unconditionally available, since “We have here the pay 
ment of dividends in regular course of business by federal savings 
and loans associations to their shareholders and the mailing out of 
these dividends in the regular way . . the practice of paying 
dividends by checks was followed for the convenience of the 
shareholders and was not followed for the purpose of preventing 
the shareholders from receiving their dividend checks before 
January 1, 1950 \ccordingly, the dividends were not income in 


1949.— Maurice Fox, CCH Dee. 19,913, 20 TC —, No. 150 


afl 


{ NREASONABLE salary payments to at 


‘mployee wh as also a director and one of four equal stock 
holders ot the employing company constituted a disposition of the 
assets of the company, and since after the salary payment the 
company was unable to pay its income taxes, such employee was 
liable as a transferee for the unpaid taxes in an amount equal 
to the unreasonable salary payment.—/. Warren Leach, CCH 


Dec. 19,938, 21 Tt , NO. 9 
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Tax Reduciions . 
Christmas Trees . 


Donor’s Control 


Washington Tax Talk 


The Supreme Court 


Trust property included in estate of set- 


tlor. Che fact that beneficiaries may have 


vested interests in trust 


funds under state 


law will not prevent funds being 
] 


able in 


Such was 


decided No 
vember 9, 3 n that | 


a tat 
1924 and 


ier, 


himself as 
trustee mon he benefit of 


his three uld handle 


trust 


reached the when 
be paid th accumulated 
could hold the 


heciaries 


they 
income, 
principal 


reached the ane 


until the bene 
yt 25 He also 


could turn over to them at any 


time all o1 
any part of the principal. Upon the death 
of the settlor in 1942 and prior 


tion of the 


to distribu 


trust funds, the Commissioner 


included the then value of the trust im his 
that the 


rrect, 


estat In holding 


actior of the 
(_ommussioner was ct 
that, 
Cod 


sion in 


althoug!] the trusts 


Section 811 (d) (2) 


a decedent’s estate of trust 


subject to to alter, amend, or 


voke) “was more concerned with ‘pr 
benefit’ than with ‘technical v 


ing of title or estates.’ he 


econommile 
trust in 
Sstrument 


here gi none ot | the 
settlor’s] 


children full 
trust property, whether it ‘vested’ in them 
or not ‘A donor who 
a hold over the actual and immediate en 
joyment of what he 


‘enjoyment’ of the 
keeps so strong 


puts beyond his own 
power to retake has not divested himself of 
that degree of control which § 811 (d) (2) 
requires to avoid the tax.’” 

Certiorari. 
in the following cases 

Western Pacifi 
Western Pacifi 
7 9543 (CA-9); 


948 


Railroad Corporation 


i 
Railroad ( ymipany, 53-2 ust 


ri 


December, 


Certiorari has been applied for 


1953 ® 


Kemp Real Estate Company 7 
53-2 ustc 7 66,059 (CA-2): 


Gehman v 


Goldbaum v 


Timmon 


(CA-4) 


The Secretary 


In reviewing 
administration 
re’s what secretary 


ree M Humphrey hz 


reductions, in a speecl 


Geo 
“This admunistrati 
} 


Because we nave 


reduc ( d 


because ve have made these 


spending, the excess expire 


on December 31 and yme taxes 


will go down an avy cent { 


Ti a 
the Same 


No tax 


be justified otherwise 


time 


reduction 


“Additional tax reduction is desired by 
and is essential to the continued growth 


our economy 


“This nation, as the land of opportunity 


for the young 
to better 


eager for work and ambitious 


themselves—can’t long endure as 
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uch under the restrictive taxes which we 


inherited 


‘But taxes can be further reduced only as 
And ex- 


reduced only as consistent 


expenditures are further reduced. 


pet ditures can be 
with maintaining a defense adequate to meet 


gers which contront us 


entire tax being revised 


system 1s 


] 


ve wherever practical inherited ob 


growth and incentive. This is a 


ertaking of*the 1] 
Means 


reasury and the 


and r committees of 
many changes 
But 


evaluated 


loss of 
carefully 


} 


as much reduction as 


like immediately But we will 


»f reduction on which a modest 
iptly be made, with provision 

ductions in taxes as 
luctions in expenditures 


that 


con 


security—indicate they are 


The Bureau 


Christmas trees.—Ordinary income results 


af cording 
217, 1953-22 IRB 2 
meaning ol 


ing of such 


as trees, 


timber as 


rAll 


The Commissioner 


Acquiescence.— || 


1] 


director and agent 


were deduct 


ss expenses; 15 per cent of her 
; paid to her stepfather, as her business 


was reasonable compensation 


G. Leuthesser, CCH 19,210 


ry-back t not 


Dec 
] 


» previous year did allow 


application of deficiency to such year other 


wise barred by statute of limitations; pay 


ment by stor kholder othcers ot corporation’s 


funds towards partnership debts by order of 


Washington Tax Talk 


local court did not render them liable as 
fiduciaries for insolvent corporation’s unpaid 
taxes; salary of $25,000 was reasonable com- 


pensation for corporation’s two officers 


Charles R. Mathis, CCH Dec. 19,533. 
Separate and independent corporation, formed 
eight months 


after dissolution of 


corpora- 
the old 


earned surplus of the old cor- 
poration became 


tion, received all of the assets of 


corporation 
surplus of the new 
subsequent distribution was about 
equally divided between return of capital and 
taxable 


paid-in 


corporation 


income 


Reliance Factoring Corporation, CCH Dec. 
17,923.—Reliance on advice of experienced 


public accountant prevented imposition of 


penalty for failure to file a personal holding 


company return 


Ticket Office 


CC Dec 


Equipment Company, Inc., 
19, 628.—Officers’ were 


reasonable; cost of repairing building after 


salaries 


fire was deductible as a business expense, as 
was cost of hiring attorneys and adjusters to 
collect the fire 


sated 


insurance; loss not compen 


for by insurance was wholly deductible 


CCH Dec 
instrument for 


Rovalty a ipatr 
19.697 ( 1S] in 


Trust, 
trust 
Setting asi 5 per cent of income to acquire 


operties did not give a group 
of trusts a business character and, therefore, 


re not taxable as corporations 


ympany, CCH Dee 


an exchange 


Oregon Lumber ¢ 19.614 
of like prop- 


to cut and remove timber 


fight 
tuberculosis 





Of 


Interest 
to the Tax Man 


Books 


On Canadian Tax Problems 


Income 1x Appeal Board Practice. R. S. 
CCH Canadian Limited, 1200 
st ronto 10, On 


This bool 
countants as 
students he 
is relatively n 
Parliament of 
creation ot 
assessments mat 
War lax Act 
chequet Cou 
Exchequer 
taxpayel 
1or appeal ‘ i I amou 
Consequ lV, e taxpayer was 
ing to risl hi um to ascertain 
been ov é l extent of 


secur4rl 


the idea 

were more he nature of round-tabl 
lerences was an entirely erron 
conception ‘The board follows reg 


forms and rules of procedure, which 
detailed in the book 


Canadian Master Tax Guide. CCH ( 


dian Limited, 1200 Lawrence Avenue, \ 
Toronto 10, Ontario, Canada Ninth ed 


tion, 1953. 317 pages. $3 


ul 


es 


Canadian Sali md Excise ww «(Guid 
CCH Canadian Limited, 1200 Lawren« 
Avenue, West, Toronto 10, Ontario, C 


ana 
Fourth edition 1953 242 pa es $? 


The Supreme Court 1892-1903 


lustice George Shiras, Jr., of Pitts 


} i 


George Shiras II] University Pitts 
burgh Press, Pittsburgh 13, Pennsvlvania 


1953. 256 pages. $4.50 


whole 
rming its decision afte ‘ 


(Continued on page 952) 
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Articles 


City Gross Receipts Tax 


“New York City Gross Receipts Tax 
Problems Involved in Multiple Corpo- 
rate Organizations,’’ by Max Brofman. 
New York Certified Public Accountant, 
May, 1953. 


The author 
York bar. 


is a member of the New 


1 » 
thie ANEW 
Financial 


ansactions 


Teasols 
be Caus¢ 


exists in 


Articles 


he charge ot the agent represents 


The 


a chat eC 


advances by him 
that 


vas made tor the sale of goods or1 


reimbursements fo 


cue to taxability is a finding 


rendition 


of services by one ci another. 


mMipany to 


Thus, where a pany furnishes to its 


athliated company, < ost, the materials 


hnecessar« \ lanUTACLUIT a 


product, the 


chars receipt 


irom a 


sale of yperty, which 


is subi ct 


rule thi 


the author) 
justified: (1) 
sale made 

I not the 


credit o1 


It is 


any 
immaterial 
at the pat 
related to each 
ywnersl ip or any 
was 
a charge 
another 
ge tor the 
that 
j 


ween the related 


there 


balance struck (4) 


parties is 
agent, a ques 
determination 
ot the City of 


there 1S ample 


and a reasonable 


been confronted wit] 


has 


involving the tax status of re 


corporate purchasing agents These 


problems arise frequently among affiliated 


corporations 


operating < lain of retail 


stores throughout the includ 


951 





ing the City of New York The problem 
arises as to whether or not the relationship 
of principal and agent 


purchasing 


exists between the 
and the affiliated 
stores, or whether the so-called purchasing 


agent 1s acting as an 


corpor ation 


independent 
affiliated 
acting as a purchasing 
of the other stores, 
tor tax on its 


vendor 
of goods to the stores it 
agent and in behalt 
then it is liable 


commissions 


only 
receipts trom 


and charges for services rendered If it is 


acting as a vendor, 


it is liable for tax on its 
wross receipts trom 


pt 
Article 108 of the Comptroller’s Regula 
tions provides that if a person subject to 


tax acquires substantially all of the 
franchises of, or 


sales to each store 


assets or 
was merged or 


consoli- 
dated with, another person 


subject to tax, 
shall re 


eipts or gross income by 
which the tax is to be 


receipts o1 


the entity 


continuing in business 


port aS gross re¢ 
measured the gross 


gross income of the 


entity, 


predecessor 


or retiring together with its own 
gzross receipts or gross income during the 


basic intent of this 


period Lhe provision 


is to combine the 


mcome ot the 


TOSS receipts or gross 


entities involved in a merge 


consolidation or reorganization for 


pose ol determining the measure o 


and to place the burden of filing 


and paying the tax on the entity 


tinues in business 
Chis must be 
sultant liability 


business in 


distinguished 


arising from the sale 


bulk not in the nature 


merger, consolidation or reorganization 


such case, the seller of the business woul 


be liable for the tax on its 


oss receipts 


or gross income up to the date when it sold 


the business 
would not be 


re ceipts or 


Che purchaser of the business 
liable for the tax on the 


TOSS 


gross income of its predecessor 
(assuming compliance on its part with the 
bulk-sale provisions of the law), but would 
be liable for its own receipts or gross in 
with the 


business 


come commencing date ot the 


purchase of t 


Tax-Sheltered Insurance 


“Taxation of Life Insurance and Annu- 
ities in Exempt Plans,’’ by George D. 
Webster. Journal of the American So- 


ciety of Chartered Life Underwriters, 
September, 1953. 


The author is a member of the bars of 


Georgia, Tennessee and the District of 
Columbia. 


(ne ot the tew 


instances in the tederal 


tax system in | 


earned income may be 
salvaged trom the high 


the use of life 


bracke tS 18 thre ug 


insurance and annuities put 
: 


chased under the tax shelter 


Section 165 of the Internal 


However, even here does not 


income or proceeds from such s« 


escape taxation altogether 


pret rential treatment relates 


ie time and mannet 


( eived wh Cc 
esults in a 
of this article 


juences and advantages to em 


loy 


I 
1 1 
mp iting trom life insural 


de 


| BOOKS—Continued from page 950 


first hearing as to the unconstitutionality 


1 


of the tax on from real 


iIncorne 


eState, if 


now declared a tax on 


income from per 
sonal property to be a direct tax and there 


he Id 


Sections ¢ } act 


fore also invalid; and 


that 
were invalid, the act as a whole ( he 


further, 


gone 


since these crucial 


declared void 


No ruling 


decision, almost 40 vears earlier, had aroused 


Much of this 


closeness of the 


since the notorious Dred Scott 


such widespread resentment 
was due not only to the 


five-to-four decision, but also to the gen 
erally accepted belief that one of the justices 
had switched sides in the voting at the sec 


ond hearing Rumor fastened immediately 


upon Shiras A cry of 


952 


outrage rose trom 


December, 


1953 @ 


the newspapers 
for the tax “Shit 
Settles It,” 
feats Tax,” “Shiras Respo 
the headlines Bu 


1¢ 
ls a 
Phe 


“Shiras’s Cl 


conseryv« 
were jubilant 

Justice Shiras,” 
in the Washington 


intelligence to 


perceive, and 


and candor to acknowledg« 


impressions were erroneous.’ 


This book 


Justice Shiras’ participation in 


does not deal 


tions on this case, for tt also traces 
highlights of 1 


statesman appointed by President Harrison 


biographical lawyer 


to the United States Supreme Court in 1892 
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Sponsor Is Master 


Terms of contract reveal that employee- 
employer relationship existed between 
an actress and her radio sponsor. 

In objecting to the disallowance of certain 
ars 1949 and 1950, a1 
1934 she 


‘ x pe nses 
SINCE had ap 

scree . and that 
es were source ol 
| was as mucl 
law yel 


as such, 


llowancs ot the 
No. 113 


53 DTC 308 


Original Assessment Is Not Final 


Assessment does not amount to a deter- 
mination of income. 


whose main source o}l 


ynnal fees, directors 


inter t had, tor 


Canadian Tax Letter 


Master and Servant. . 


Reassessments 


Custom Prevails 


Canadian Tax Letter 


the years 1949 and 1950, farming expenses 
which were more than twice as much as the 
income trom 


deducted 


the farming operations. He 
these expenses income 
from professional fees and, on first assess 
ments, the Minister allowed this deduction 
On reassessments, only $5,000 of these’ ex- 
penses allowed on the that 
farming was not tl 


he chief source of income 


from his 


was grounds 


The contention that the Minister had made 
a determination as to the 
prior to the 


reject d, and, 


chief source of 


mcome first assessments 
therefore, the 
were proper Vo. 114. v 


Revenue, 53 DTC 313 


was 
reassessments 


Vinister of National 


It's an Old Chinese Custom 


No increase in net worth for taxpayer 


who holds money in trust for his Chinese 
compatriots. 


lestimony in a case in which it was de 


on deposit in banks in 
taxpayer did not belong to 
was held in trust for his 


friends, elicited interesting 


termined that money 


name ot the 


im but, rather, 
bite 

inest some 
mcernime 


banking customs of the 


very common practice 


inhabitants of 
securities, 


among 
Ines¢ Vancouver to 
leave cash, jewellery, and so on, in 
trust with certain of their friends in whom 
confidence . the 


particularly 


they have custom was 


applicable to those 
who are in 
the lumber or logging 


i 
] 
t 


who live out 
hazardous work in 
camps, where men do 


ot town o1 


not like to keep their money in case it might 
if they 


suffered 
accident or for fear that 


killed for 
onseque ntly, 


be stolen from them some 
untoward they 
themselves might be the sake of 
the money. ( they 


leave their 


Vancouver who is 
dependable, or with some trustworthy 


(Continued on page 956) 


money with 
really 


someone in 
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Tax-Wise 


Meetings of Tax Men 


New Jersey Association of Public Ac- 
countants.— The New Jersey Association 
Public Accountants has announced that 
fourth annual tax seminar will be hel 
the K/ssex House in Newark, New Jerse) 
on Saturday, December 12 Reservations 


may be obtained by writing Lawrence Levy, 


332 Boul Val l, Bayonne, New Jerse \ 


Kansas Tax Conference.—Jhe S 


Business of the | niversity ot Kansas and 
the Kansas Society of Certified Public 
Accountants will present their third annual 
tax conterence on I rsdavy and Friday 
December ‘ ali " l Loy ka, Kansas 
The general t Is ¢ I ol T vill be 
tax planning OmMmssionel 

Andrews w 


December iz banquet SESS1IO 


oS os Pee w Internal Re 


1 
eC ak on t! 


by scnain 
(sarrison 


} 


} j 
(;resser will also 


West Virginia Tax Institute. 
Annual West Virginia Tax Institute 
held on Dec 
Hotel. Cha: 
main subj cts to be 
Changes and Case 
“Business Planning” 


specihc Industries.” 


Alabama Certified Public Accountants. 
The Alabama Society of Certified Public 
Accountants will present its third annual 
workshop at. the University of \labar 


I d, 


December ®) 


Society of California Accountants. is 
trict No. 2 of the Society af California 
Accountants is holding a tax conference on 
December 10 at the Statler Hotel, Los 
Angeles. Further information may be ob 
tained from Gerald E. Moore, 1133 Montana 
Avenue, Santa Monica, California 


954 December, 


Taxes... 
Tax People... 
Things Taxed... 


Twenty-five Years Ago 


In 1928, as well ; 
tax laws was a subject of prin 
Similarly, a Joint Committe: 
Revenue laxation 
possibl 


October 


repo 
re] 


Tease 
rises, a lowering 
automatically 
complications 


1@ income t 


, wr 
Ss complhcated nan 
law. There is an important 


public expenditures and 1 


Everybody's Getting in the Act 


Revenue is a word which is on 
lips today. The clamor for more m« 
being re echoed from th schoolbov wh« 
seeking an increase in his week's allow 
ance to the United States Government which 


is trying to avoid a budget deficit (the forth 
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hh 


granted 


\labat 


City Tax Calendar . 


1 


January 1 1 


W 


Birmingham retail 
ross receipts tax 
Phoenix 


HNusiness 


January 


r tay ‘ < 


} I ~) and 
u Detroit proj 


iT netalle 
la { Ista 1 


Denver sales tax repr 
iX sen 


Youngstown ¢1 


eports and payment 


Scranton employer wi 


t due; Scranton empl 
tax reports and 
} ; 


Seattle occu] 


rt ‘ 


me tax duc 


due; Tacoma 


req] rts an avi nt due 


January 20—Louisia New Orleans sales 
j ‘ ' ’ ned . 
! S¢ i» | S and pay 


January 25—New Yorl 


; ; 


ment duc 
New York City 


npal tax repe Sand payme 


Tax-Wise 


Major 
were raised tot 


Minnesota and 


sales tax tax limi- 


North Da- 


property 
cities in 


Kansas 


like t , the govern 
up a fund in addition 
Security Fund 


taxes 


a fund 


r taxpayers to pay th 


Veterans’ Benefits 


Members S are not 


when tax 
Here are 


rovisions 


rdens Ol 


whicl 
men in 


rvices and veteran 


Arkansas, disabled \ rans are exempt 


personal 
California 


property tax 


ants veterans 


$1,000 exemptio1 a 


$3,000 property tax « is accorded 


chil 
service 
$1,000 


by Connecticut to wick 


rel 


mimno;}9 


111s who cied hile in 


ot ter: 
Nevada has now extended the 


vet 


perty tax exemption to servicemen on 


1 { ‘ 
iG V ¢ 


1950 


who served 
South Dakota has 


ions exempting 


terans 


soldiers 
m the payment of interest 
al and personal property 
them until the gov 
hostilities have 
s of Wyoming 
gency are en 
$2,000 of the 


propner;rt 
property 


New York City public utility exciss 


reports and 


payment due Pennsy! 


mia Philadelphia real 
due 

January 30—Utah: Provo merchant and re 

taile1 tax reports and 1 


} payment due 
January 31—Kentuch 


Louisville withhold 
tax reports and pay 


Missourt St. Louis employer 
Iding tax reports and payment due 
New Je Trenton gross 
license application dus ht 
employer withholding reports due 
ton employer withholding 
payment, if $50 or more, 
plover withholding 
duc Penns 


ment due (last 


receipts tax 

Columbus 
Day- 
and 
due; Toledo em 
reports and payment 
Philadelphia incom¢ 


payment on 


reports 


vanta 


tax reports and and 


due; Phila- 


and payment 


Wares 


laries not withheld at source 


delphia withholding reports 


| 
LLi¢ 
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| 1954 JANUARY 1954 


|SUN MON TUE WED THU FRI SAT 


State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates for the impor- 
tant taxes—franchise, income and property. 
If the states in which you have interests 
are not listed, there are no franchise, income 
or property tax reports or payments due 
therein for the month covered. 


ALABAMA: January 18 


from corporations due (last day) 


Property reports 


DELAWARE: January 5—Franchise re 
January 30—Personal income 
tax fourth installment due. January 31 

Withholding tax reports and payment due 


ports due 


DISTRICT OF COLUMBIA: January 1 

Annual from corporations 

and unincorporated businesses due. Jan- 
vary 20—Corporation reports due. 


license trees 


s | 


GEORGIA: January }!- 


ports and payment from foreign corpora- 


License tax re- 


tions and reports from domestic corporations 
due 


IOWA: January 25 


stock reports due 


Corporation capital 


KENTUCKY: January 1 
due (last day). January 31 
come withholding reports on nonresidents 


Property tax 


Pe rs¢ ynal in 
due 


MICHIGAN: 


due (last day 


January 20 


without 4 per 


Property tax 
to pay cent 


collection charge) 


NEW MEXICO: 


income tax fourth 


January 15 
installment due.—Per* 


-Corporate 
sonal income tax fourth installment duc 


NORTH CAROLINA: January 30—Pr 


erty reports due 


OKLAHOMA: January 1—Pro 


first installment due 


OREGON: January 15—Excis¢ 


tax fourth installment due 


(income) 
Personal in 
come tax fourth installment due. . January 
31—W ithholding tax reports and payment 


due 


SOUTH CAROLINA: 


eign corporation 


January 31—For- 


reports due 


SOUTH DAKOTA: January 20—Corpo 


ration annual reports duc 


VERMONT: 


come tax and 


Farmers’ in- 
January 31 


Income tax withholding reports duc 


January 15 


reports due 


WEST VIRGINIA: January 1—Proy 
reports 
January 


erty 


from corporations due between 


1 and May 1. 


WISCONSIN: 


land 


rest 


January 31—F: 


due 


crop 


acreage share tax Low-grade 


iron ore properties tax due.—Real proper 


ty tax semiannual installment due. 
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friend in any of the other centres of popula 


tion. Among the there is always 
among the various 
and they trust these men to the limit 
Chinese people operate on the basis of trust, 
and while the banks take steps in an en 
deavour to get them to put their money in a 


bank, great difficulty has been experienced 


Chinese 


a sort of leader clans, 


in persuading Chinese workmen, 


larly 


956 


particu 


ordinary labourers, to deposit their 


December, 


1953 °© 


funds with a chartered bank During 
the war years 
unable 
those 

by the 


the Chinese people were 
back to 
China which 


Japanese and 


to send money relatives in 


parts of were occupied 
hoarded it 
when it would again be 
possible to help those whom they had left 
behind in Peter 
Mah Lee Revenue, 
53 DTC 331. 


therefore 


against the day 


their homeland 
Vinister of National 
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Tax Policy and Prospects 


The Income Tax Project of the American Law Institute 


by Stanley S. Surrey 


Rulings, Cases and Tax Accounting 


Significant Rulings of the Internal Revenue Service—October 22, 1952, 
to October 12, 1953 by Vance N. Kirby 


Taxes in the Courts, 1952-1953 by Charles W. Davis 


Tax Accounting for Repricing and Other Reserves by Herman T. Reiling 


Employer and Employee Problems 
Fringe Benefits for Employees by Raymond A. Hoffman 
Deferred Compensation Plans for Executives by William C. Childs 
Employee Stock Purchase Arrangements by Charles S. Lyon 
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Taxable Transfers of Corporate Businesses by Frederick R. Shearer 


Alternative Routes for Effectuating Tax-Free Transfers of Corporate 
Business by Robert F. Graham 
Acquisition of Loss Companies by Thomas N. Tarleau 
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ae REMAINDER of this issue is devoted to 
papers delivered at the Sixth Annual Federal 
Tax Conference of the University of Chicago, 
conducted in Chicago for three full days late 
in October. These papers were prepared as 
a basis for lecture and discussion. The material 
is timely and interesting. The panel discus- 
sions were not transcribed and are not pub- 
lished. Due to the limitations of, space in 
this issue, it unfortunately became neces- 
sary to omit the papers on estate planning, 
which were presented Friday, October 30. 
They will appear in the January, 1954 TAXES. 


The program was conducted in the Downtown 
Center of the University by the School of Busi- 
ness and the School of Law to make available 
a lecture series on a reasonably high technical 
level for attorneys, accountants and business 
executives who are devoting a substantial 
amount of their time to tax work. The details 
of the lectures were planned by a committee 
of attorneys, accountants and members of the 
faculty experienced in the tax field, who en- 
deavored to select the most timely subjects 
and have them delivered by men noted for 
their ability on these technical subjects. 


PLANNING COMMITTEE 


William A. McSwain, Chairman, Eckhart, Klein, McSwain and Campbell 
Walter J. Blum, Professor of Law, The University of Chicago Law School 
William M. Emery, McDermott, Will and Emery 

William N. Haddad, Bell, Boyd, Marshall and Lloyd 


James D. Head, Winstan, Strawn, Black and Towner 


John A. Howard, Assistant Professor, The School of Business, The University 
of Chicago 


Paul F. Johnson, Ernst and Ernst 

Robert R. Jorgensen, Sears, Roebuck and Company 

James M. Ratcliffe, Assistant Dean, The University of Chicago Law School 
Michael J. Sporrer, Arthur Andersen and Company 

Harry B. Sutter, Hopkins, Sutter, Halls, DeWolfe and Owen 
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Topic: Tax Policy and Prospects 


Chairman: Walter J. Blum 


Time: Wednesday Morning, October 28 


The Income Tax Project 
of the American Law Institute 


Institute * through 
has undertaken a com- 


oft the 


i Yinte \merican Law 
its Tax Project 
plete examination 
1 the tederal 
Commenced in 1948 as an 


Project, the 


technical provi 


income, estate and giit 


tax laws 


Ine Ine 
| aX 


the summer of 


undertaking 
1952 1 


as enlarged 
o cover the estate 


gift tax fields. The k on the incom« 
is expected that 


1954 


has 


has been completed 
ntire project 
5 Tae 


lade 


finished by 
study 


W il] be 


work under this 


public in the form of 
Numbers 6 
cover the 


May, 1952.* It 


revision of thes« 


tentative 
the 
j 


and 


latest of which are 


which togethet Income 


aterial through 


IS CX 
drafts will 


presented shortly In addition, articles 


hat the 


ortions of th T 


have 
The drafts 
Committec 


he material 
the law reviews 
ve formally been subm1 to the 
Ways and Means 


Repre 


se ot 
L« partment 
le S¢ ription ot 


<ing methods 


Scope of Income Tax Project 


] Ver-< l objective ot the Income lax 


Project 


DI vement of the 


is a recommendation for the im 


technical provisions ot the 


present income tax statute Chis objective 


has been accomplished by a critical examina 
tion and suggested revisio1 


sions. The 


of those prov! 
1 


project looks considerably bevond 


On the American 
see Goodrich The Story of the 
Institute 1951 Washington lL 
Quarterly 283 

Copies of these drafts may be obtained from 
the office of the American Law Institute, 133 
South 36th Street, Philadelphia 4, Pennsylvania 

For an earlier description, see Miller, ‘‘The 
Law Institute’s Income Tax Project,’’ 37 Ameri 


Law Institute in general 
American Law 


niversity Law 


Sixth Annual Federal Tax Conference 


By STANLEY S. SURREY 
Professor of Law, 
Harvard Law School 


a mere recodification of 


the present statu 
tory law and restatement of accepted judicial 
and rules. Its 
is thus not that of the famous Re- 
statements of the American Institute. 
At the , the project is not designed 
to produce a fully developed “model income 
Such an undertaking would 


administrative 


mcome tax 


ancestry 
Law 


Same time 


tax,” require 


exploration and decision 


respecting many 
social and fiscal policy 
level of 


desirability 


Issues OFT an economic, 
such as the 


the 


nature, rates and ex 


emptions, 


of taxing capital 


gains, the treatment of tax-exempt securi 
ties, the function and character of the corpo 


ration the 
deduction lo 


the special province 
institute 


and the 


depletion 


problems is not 


imcome tax, extent ot 


percentage solve 
these 


of the members of the Moreover, 


for the 


| 
like 


and others 
the 


and the overtones of 


most part, these issues 


them | 


are eci 


woes ot 


surrounded by 


history responses 


vhicl art almost 


emotional than 

there 

contemplative 
and 


would 


rathe: 


analytical. Debate on these issues is, 


rore 


neither tranquil nor 


More important, the tempers passions 


aroused by that 


debate inevitably 


carry over to the discussion on less comba 


tive issues and, thereby, make objective 


consideration impossible 


Che ground covered by the thus 


recodifica 


project 


extends far beyond the areas of 


can Bar Association 
work has been 


Journal 191 
financed by grants from 
Maurice and Laura Falk Foundation 

The article relies on material already pub- 
lished on the project, especially in the Proceed- 
ings of New York University Eleventh Annual 
Institute on Federal Taxation and the Harvard 
Law Review, cited at p. 962 of text 


(1951) The 


the 
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tion and restatement but does not reach into 
the areas of political and fiscal policy. Most 
of our tax provisions fall within this broad 
middle ground, and are the provisions which 
we have come to refer to as the “technical” 
The prope 
development of these technical provisions is 


provisions of the income tax 


vital to an effective and equitable income tax 
structure. It is also the 
lawyel! 


area in which the tax 
bear the 
work and policy 


must brunt of the analytical 
formulation and in which he 
greatest contribution to the 


income tax structure 


can make his 


achievement of a better 


The project represents a major frontal 


attack on the technical shortcomings of out 


It is not a mere tinker 


ing here and thers a 


federal income tax 


tidying-up of one 


provision and a smoothing-out of 


All of the 


tax gross income, 


another. 


major segments of the 


income 


deductions, vains and 
losses, accounting 


provisions, partnerships, 


trusts, corporations income 


Irom soul 
Clearly 


examination raises So 


abroad—are within its scope 


a sweeping re 


tions of substantive policy. The necessary 


1 


improvements cat omplished wit! 


not be act 


out making some policy changes, eitl 
through adopting a different 

ment than exists at present o1 
rejection or ilteration of an eX! idicial 
rule or administrative How 
ever, since the prol is at t olitical and 
fiscal 
of the project, the 


at the 


policy level were bevond the scope 


policy changes exist only 
While, in 


merges at some 


technical level 


certain 


areas, technical poli V point 


into broad political economic questions 


areness of the difterence between the 


desire to stay within the confines ot 


guidance. More 


hanges must be within the boundaries 


icy aftord proper 


overnmental and political realities 


One final point ; » the 


cnar: r of tne 
I 


rorect It 

. : 
would require no changes from ar to yea! 
ha 


seek which 


nges relating to rates, exemp 
like An unchanging tax law 
il. What 


efficient 


is an impossible and undesirable go 
1s ught, instead, is a technically 
statute rrent problems and 
as many of thet ramifications as can 

‘Until his death in 1952, Lawrence E 
Boston, was a member of the Tax Policy 
mittee 


'The names of the 


Greer. 
Com 


research assistants are 
listed in the Tentative Drafts The research 
assistants were recent top-ranking law school 
graduates, some just out of law school and 
others with several years’ experience Most 
spent a year with the project, while a few 
spent a longer period 

* The special consultants are as follows 
Income and Deductions 


960 


Gross 


Professor John M. Ma 


December, 


1953. @ 


reasonably be foreseen. It is of course 
proper, in considering a particular provision, 
to aim for a result not likely to be subject 
to patchwork amendment or drastic change 
in the immediate future. But 
the task will always be 


stocktaking and overhauling 


: 
essentially 


one ot peri dic 


Procedure Under Project 


There was no precedent for the project In 
the prior activities of the institute 
cedure 


a he pro 
followed has been shaped by the 
demands of the project as experience made 
them apparent. The 
Tax Policy Committee com 
posed of Norris Darrell, New York; Dear 
Erwin N. Griswold, Harvard Law School; 
J. Paul Jackson, Dallas; Robert N. Mille: 
Washington; Randolph E. Paul, Washing 
ton; Paul G. Rodewald, Pittsburgh; Harry 
Rudick, New York; and ex-officio, Harrisot 
Tweed, New York, and Judge Herbert f 
Goodrich, Philadelphia.* The policy com 
mittee determines the p ‘licies to be 
in tne 


+} 


project 1s under rie 


direction of a 


followed 


revision and reviews the 


proposed provisions embodying tho 


It meets about month fo 


staff co 


Surrey 


once a 
two-day meetings \ 
Professor Stanley S 


Law Scl 


l as ¢ f reporter, 


C. Warren of 


associate chief 


Deat 

Columbia Law §S 

reporter, and res¢ 

S1Stal is resp nsible tX the poli 
The staff 


ry drafts to be c 


prepares memoral da 


nside I 


committee, examines 


he committee, and t 


‘ 


consideration by 


1 
the project, and finally 


Che policy committe 
ed by 


various fields considered ‘ 


special c 


Ommiutte¢ 


who videspread 


mn Che officers « t tl 

American Bar Ass 

: : 
automatically made members of 


committee Che material that 


ved by the policy committee 1 


] 


form of discussion dr 


committee at annual 


meet 


Harvard Law 
J. Rex Dibble, Los 
1950); Accounting 


guire, School: Gains and Losses 
Angeles (June 
Maurice Austin, New York 
Corporations Edwin S. Cohen and Thomas N 
Tarleau, New York; Partnerships J Paul 
Jackson, Dallas, and Mark H,. Johnson, New 
York; Estates and Trusts H. Brian Holland, 
Boston, and Lloyd W. Kennedy, Chicago 

The names of the advisory committee are 
1 in the Tentative Drafts 


1949-June 


listed 
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Washington, of have thus tar 
been held. After revisions have been made 
to meet the criticisms of the advisory com- 
muttee, 
to the 


bers ot 


which three 


the discussion drafts are presented 
council of the institute.” The mem 
this practicing 
lawyers and law protessors—bring a diversi 
fied and largely nontax 
consideration of the 


council—judges, 


background to the 
The drafts, 
under the designation of tentative drafts, are 
then presented to the full membership ot 
the institute at its annual May meeting, 
there again being subjected to both tax and 


material. 


mtax points of view 


The institute membership has been 


in surmounting hat might have 


serious handicap in the development 


lack ot 


project, a defense for the 


point « 1 In the cast 
he Commercial 


ite, the wsues 


involved private groups vis 


a-vis other pri 


plaintiffs’ 


groups lawvers against ce 


lawv« rs, banks against depositors, 


against buyers, trust companies 


grantors and and s« 


beneficiari¢ a. 
re sufficient cross 


diversification within the in 


membership to provide adequate 


a problem. The 
was the 


on of all sides of 


ax Project 


Mirst imstitute 


1 11 
to raise issues that are generally 


scussed in the context 


private 


government Lhe 


pe rsons 


compositio! 


itute membership did not itself 


seem to assure the 


balanc ed 


Sane cde Rred 


consideration 
W hile 


invite d 


undertakings 
7 
vernment tax ollicials were 


did attend, the annual meetings 


meetings ot the 


ir presence 


and Pal 
themselves 


The 


sulhicient 


real answer lay 


nit 
ul 


+} 


the maintenance 


ybjectivity and a 


11 
WILE NeSS 


stantly for 


< 
balance betweet 


taxpayer and the é his govern 


be assured concept of equity 


taxpayers had kept constantly 
forefront The membership of the 


committee and the 


institute have 


The 40-member council of the American Law 
Institute serves as its board of managers. Under 
the institute's change in existing 


Sixth 


bylaws, any 


Annual Federal 


Tax Conference 


challenge. In no 
there fair, 
intelligent a considera- 
tion of technical tax issues as in the meet- 
ings held under the project. 


formidable 
forum 


so objective or .so 


this 
other tax 


risen to 


has been so 


Che procedure followed in the project 
has produced intensive consideration of the 
major technical aspects of the income tax 
Thus, draft after draft has been prepared 
with respect to corporate distributions, the 
treatment of partnerships, the 
trusts, and the like 


the first 


taxation of 
As a consequence, for 
time in the history of the federal 
really 
structure, so to 
identity the 
premises 


income tax we are becoming 
of its 


Once we 


aware 
speak. 
funda 
underlying the 
and 


anatomical 


isolate and 


‘ , 
nental technical 


tax treatment of business family ar 


rangements, we are then in 


a position to 


evaluate the soundness of those premises 


and to agree 


upon the changes 


required 
part of the 
among major 
difMeult. Should a 
eated as an entity or as an 
with respect to 
contributed property 
death 


Chis is 


perhaps the hardest 


process, tor often the choice 
premises is exceedingly 
partnership be t1 
aggregate of individuals 


matters as and 


upon the 

partnership property? Should 
stockholder be able to diversify 
is stock interest into nonvoting stock, pre 


effect of a partner’s 
basis ot the 


a Common 


IK rred STO k, 
cle nd 


eacl | 


bonds and so on without divi 
consequences: In situations 
both its ad 


and 


many 


ompeting premise has 


vantages ard disadvantages often in 


about equal proportions. A final choice can 
through the that 


perfection is not that, in- 


be made only realization 


attainable and 


stead, vl l all is said and done, each 


premius¢ representS a Satistactory com 


promise but both cannot be used 


Once the basi premises ar 
task of building the final 
proceed \t this stage, we 
ipproaches to 
Thus, 


Statute 


de tail 


resolved, the 
Structure must 
face competing 


statutory form and 
that an 


contain a 


content. 
some may 


should 


and that 


urge income tax 


large amount of 
need a 
complex Code than the 


Others may 


consequently we 
onger, more 


pi es 


ent one desirability 


stress the 
little detail, 
propositions as tat 


at in. their Ww Wwe 


t a statute with 


limited to 


general as possible, so 
tl and 


need a shorter 


Again, 


pt icy 


less complex (¢ some may con 


tend that statuto should be as re 
should be 
tightly 


blocked even at the expense of complexity 


fined as possible Inequities 


avoided and_ possible 


loopholes 


law proposed by the institute must be approved 
by a majority of the members of the council 
as well as of the institute 


961 





length Others may ar 


ould not be overt 


and 
tory refined, 

qualifications 
add to legislative perfection of policy, 
produce 


policy sl 


that, 


may 


while exceptions and 


they undersirabk 
detail These are 
it has been found that no one 


be adopted and rigidly 


complexity and 


competing contentions 
view can 
adhered to through 
out Instead, one view will be more per 
suasive in one situation and the 
wit be next As a 
result, the demand of each substantive problem 


will largely 


other view 


more attractive in the 


shape its statutory development 


The tentative drafts which have been 


produced under the project present specific 


Suggeste d 


statutory sub 


provisions for the 


jects they 


covered In addition, 
which state the 
the suggested provisions to 


ute, the 


contain 
comments relationship of 
the present stat- 
reasons for the suggested changes 
and an explanation of the provisions recom 
mended The 
obviously 


article \ 
published 


substantive content of this 


material cannot be 


described in 


this number of articles, some 


already and others to be 
lished 


oft the 


pub 


shortly. cover the various portions 


These articles are as follows 


Warren, ‘The Income lax 
American Law 


projec t 


and 
Project o} the 


surrey 


Institute 


Gross Income. Deductions, 
mAlns and Loss« 3» 


ness,” 66 Harvard 


Accounting, 
Indebted 


(1953) ; 


f Cancellation of 


Law Review 761 
Warren, “The 


American 


Surrey and 


Project of the 
} 


Income lax 
Law Institute 

Sale of a Cor 

Estates, For 

laxpavers,” 00 
(1953): 

Warren, ” 
Federal Income Tax 
Treatment of Corporate Distributions to Share 

holders.” 52 Columbia Law Review 1 (1952): 


Holland, Kennedy, and Warren, 
‘A Proposed Federal In 
come Tax Treatment of Trusts and Estates 


Law Institute 
Rez CU 316 


Partnerships, Corporations, 


porate Business, Trusts and 
and Foreign 


Review 1161, 


eign Income 
Harvard Laz 


Cohen, Surrey, Tarleau and 


Technical Revision of the 


Surrey 
Revision ot the 
Draft,” 53 Colum 
(1953); 


American 
hia Law 


Jackson, Johnson, 
‘ \ Propose d 


lax 


Surrey and 


Warren, 
Revision of the Federal In 


com Treatment of Partnerships and 
Institute Draft,” 


1954 issue of the 


Partners 


American Law 


to appear in the 


Tex Law Review; 


Surrey, “A 


January, 
and 


Revision « the 
Federal Treatment of the Sale 
or Other Disposition of a Business Enter- 
American Institute Draft,” to 
1954 volume of the University 
California Tax 


Proposed 
Income Tax 
prise Law 
appear im the 
of Souther 


962 


Institute 


December, 


1933. @ 


* remaining part of this article 


organization of the proposed 


Organization of Draft 


In a field as inherently ce 


ymplice 
the tederal incom«e 
sense that the word is 


plaintively by att: 


tax, simplification in 
used by layme 
usually 

specialists, is impossible Phe 
will 
structure as 


rneys, 
federal 
come tax 
tailed 
a tremendous 


remain a complex and 


long as rates art 
variety otf taxpayel! 


transactions are covered, and the desire 


achieve among 


Mature 


applicable to well-developed economies ar: 


equity taxpayers is 


consideration. income tax 


distinguished by their complexity from the 


tormative income tax structures 


in less-developed economies 


applicable 


} 


he history of the United 


‘ ] 
Steady 


states 
growth 
blunt edges ot the 


tax has shown a 


ple xity as the 


taxing provisions have been steadily sh: 


ened to secure a more equitable treatment 


of taxpayers. In the tax attorney’s jargon, 


this is the process of closing looph: 


and granting relief provisions—th«e 


posit. 
sides of the coin of equitable treatment 
he loophole which unfairly reduces the tax 
of one class of taxpayers places 
equitable burden on all others; the provisi 


which 


an In 


treats one class too harshly 
equitably lightens the load on the rest 
a result, what 


loophole . the 


some taxpayers may 
benefited 
proper relief provision or incentive device 


will \s 


income tax is significant, the 


group will 
or what 
of the 
groups im our 


you long as the impact 


Various 


society will be unceasing 1 


i 


their pressures to obtain what each regards 


as the equitable allocation of the tax he 


constant adjustments in the incom 


structure with which Congress 


responds 
these pressures inevitably result in gre: 


and greater substantive complexity 


One can, of utter the wise b 


mplexity 


that the cutting 


course, 
obvious caution that 
should be avoided, 
should not be razor 


unneeded 
sharp lest the sl ir] 


ness be hidden in 


a welter of confusion, that 
end by 


even 1! 


complexity may 
But, heeded, 


substantive complexity will remain the out 


often defeating 


equity, etc this 1s 


characteristic of the 
Althoug! 
simplicity could be 
details statute to 
the net complexity remains the same 
some will declare that the 
achieved by 


standing equitable tax 


system some degree of stati 


tory 


gained by shifting 


many from regulations 


And 
added flexibility 


reason of the 


ease in changing 
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aA 


is but the 


W hateve: 


NeXItV in 


regulation as compared with a statute 
result of an 


on of authority to 


undesirabl« delega 
the 
a widespread delega 
the 


administrator 
its merits, 


of authority to tax administrato1 


presumably not politically acceptable 
But substantive complexity does not com 
the 
he presentation o 


cla comple X 


Statute in sense of com 


the substantive 


f 
laterial The impact of the intricate sub 


t 


material is contained in an orderly, 
A Is 


intricate rules 


antive 
ll-organized statutory framework 


aseology in which the 


drafted clearly has an beat 


the 


important 
comprehension and applicatio1 


hose rules 


Improvement in the draft 


] 


mechanics of the present federal incom: 


ute is thus an important goal ly 
drafting as 


the 


the importance ol the 


reporters obtained benefits 


n with a number of specialists 


drafting 


torms ot 


iarked improvement 
1 carefully chosen plan 


sidered 


has not been recon 
growtl 


time 


1) General Sect 

were Lincoln Ar 

the Office of the 

States Con- 
Professor 


consultants 
formerly of 
Counsel, United 
gress Fred Chait Philadelphia; 
Harry Jones, Columbia Law School; Professor 
John MacDonald, executive director, and Mrs 
Laura Mulvaney, assistant director of research 
of the New York State Law Revision Commis- 
sion: John O’Brien, New York, formerly 


drafting 
ashington 


House Legislative 


Sixth Annual Federal Tax Conference 


of the 


(2) Cancellation of Indebtedness 
3 


(3) Special Sections (such as Insut 
ance, Annuities, Alimony) 

Subpart c. Deductions from Gross In 

come 

(1) 

(2) Deductions of 

(3) Special 


Individuals 


Deductions of an Individual 
a Corporation 


Applicable to 


( orporations 


sections 
and 
and Losses in Re 
Property 
and 


Subpart d. Gains 
spect ol! 


(1) 


Treatment of Gain Loss in 
Respect of Property 

(2) Capital Gains and Losses 

3 of Gain and Loss on 


(3) Recognition 


Certain Transactions 
4) Basis of Property 
Part II] Net 


Allocation of Income 


laxable Years 

Annual Accounting 
and Methods ot 
Annual Ace: 
Methods ot 


| 
lransactional 


Subpart a Periods 
Accounting 
yunting Periods 
Accounting 
\djustments 
Provisions 


and Averaging 


lransactional Adjustments 


Averaging Provisions 
Net 


of Individuals 


redits of ¢ 


\gainst Income 


rporations 


Against Tax 


redits of Individuals 


redits of Corporations 


Special Provisions Dealing 


th ¢ laxpayers 


Holders of 


Obligations 


ertall 


ons and 


STOKC k or 
Definitions 
Corporate 


lend Dhistribt 


capitalizati 


3) Redemption or Sale 


Free 


ertain 
Stock Tax 


4) Distributions in 


Issued 
Liqui 
dation 


Distributions in Redemption ot 


| 
STOCK 


(6) Distributions in Kind to 


orpo 


rations 


Office of the House Legislative Counsel, United 
States Congress; James Craig Peacock, Wash- 
ington: John Simms, Office of the Senate Legis- 
lative Counsel, United States Congress: Henry 
Wood, New York, formerly the Senate Legisla 
tive Counsel, United States Congress 

® Parts V through VII of Subchapter C 
Subchapters D and E are not considered in 
Draft 


and 
the 
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Subpat Dispositions of Corporat: 
Stock In 


Corporations ot! 


Assets of and 
terests in 
Limited Ownership 


Subpart ormations and 


Corporate F 
Reorganizations 
Subpart Special Sections Dealins 
with Parent and Subsidiary 
( orporations 
\ffiliated Corporate 


(2) Adjustments 


(;roups 


Reflecting Subsid 


iary Earnings and Distributions 


3) Property Received by 


Corpora 
tion on Complete 


Subsidiary 


Liquidation of 


Subpart f lax 


Part I1l—Partnerships and Partners 
Subpart a 
Subpart b 


Part III- 
Subpart a 


Avoidance 


Partnerships 
Partners 


Trusts, 


Beneficiaries and Estates 


Beneficiaries ot 
Trusts Which 
Only Current Income 
\dditional \ pplicable 
to Trusts and Beneficiaries 
Which Distrib 
ute Corpus or Accumulate 
Income or Allocate 
of Net Income or Make 
Charitable Contributions 
(srantors and Others Treated 


rusts and 


Distribute 


Subpart b Rules 


ot Trusts 


Classes 


Subpart ( 


as Substantial Owners 


Subpart d Heirs, Lega 


tees and Devisees 


Estates and 


Subpart « Income in Respect 
Decedent 


Part I\ 


Domestic Taxpayers Deriving |: 
from Without the 
United States, Foreign 
and Citizens of 
United 
Subpart a 
Subpart b 


come Sources 
laxpayers, 
Possessions of the 
States 
Source of Income 
Domestic laxpayers De 
Triving Income trom Sources 
Without the United States 
Subpart « Foreign Taxpayers 


Subpart d Possessions of the 


United 
states 

Part \ 

Part VI—Personal 

Subpart a 

Subpart b 


Insurance Companies 


Holding Companies 
Personal Holding Companies 


Foreign Personal Holding 


Companies 


Part VII 


Regulated Investment 


Corpo 
rations 
™ It may be noted that in the two areas re- 
cently subjected to extensive examination by the 
Tax Section of the American Bar Association 
income tax treatment of partnerships and of 
trusts and estates—-the recommendations of that 
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1953 @ 


Subchapter D— Miscellaneous Provisions 


Subchapter E—Procedure 
Part I 
Part II- 
Part I1] 


~Returns 
-Payment of Tax 


Assessment and Collect 


Deficiencies 
Part I\ 


Part 


-Interest and 


Additions 
Against 


Fiduciaries 


Claims Transfe 


Part VI—Overpayments 


Subchapter B thus presents the essentials 
applicable to all classes of 
tax, the 


taxpayers—the 
rates of determination of net in 
allocation of that net 
under the 


credits 


come, the income to 


taxable years 


accounting prov! 


sions, the and the 


against income 
Subchapter C presents 
the special treatment of the different classes 
ot taxpayers hips, 
trusts, etc In draft, the 
title of followed by a listing 
More important, 
as each subpart is thereafter reached in the 


text, it is 1mmediately 


redits against tax 


corporations, partners 
the body of the 
each part 1s 


of the titles of its subparts 


followed by 
titles of the 
and, as 


a listing 
of its divisions and the sections 


in each division is 
that 


reader is thus 


division: each 


reached, the listing of the sections in 
repeated Che 


made 


division is 


constantly aware of the basic statu 


tory 


arrangement and is able to « 


In pre 
hend at a glance the scope of a particula: 
subpart. He quickly 
sense of what is covered in the statute 


where it 


division ot secures a 


and 
is covered, and of what is excluded 


In short, he can more readily obtan 


necessary “feel of the statute 


Conclusion 


} 


Che tentative drafts have been subjecte« 


Tel the 


intensive criticism of the 


numerous 
tax experts directly 
project have been fully 
the members of the 
tute In addition, the 


been 


participating in the 
debated by 


American Law 


hey 
Insti 
tentative drafts have 
public and their 
that 
suggestions could be obtained to the full 

With this background of 
examination, the 
drafts have been presented to the 


] 


mad provisions a¢ 


scribed in articles, SO 


criticisms 


possible extent.’ 


analysis and 


tentative 
Congress 


Department in the hope 
will be of 


and the Treasury 


that they assistance in: accom 


shared by all of an im 


[The End] 


section are practically completely parallel with 
those in the tentative drafts. Very close liaison 
was maintained throughout between the two 
groups in their study of these areas 


plishing the goal 
proved statute 
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Topic: Rulings, Cases and Tax Accounting 


Chairman: James D. Head 


Time: Wednesday Afternoon, October 28 


Significant Rulings of the Internal Revenue 
Service—October 22, 1952, to 
October 12, 1953 


oo most significant ruling issued by the 


Internal Revenue Service (this is the 


new designation for the 


Bureau of Internal 
Revenue) during the last 12 months undoubt 
2 (1953-1 IRB 65), 

definite 
increased publication of the 


edly is Revenue Ruling 


in Which the Service 


announces a 
policy for an 


rulings and 


affecting tax lia 
1919, the Service has 


of publishing certain of its 


precedents 


bilities Ever since 


made a practice 
rulings, but no policy or procedure for the 
selection of such rulings has been ever before 


made public; the been a 


result has some 
what haphazard accumulation of rulings in 
the Cumulative Bulletin Service 
has been «a that 

instructions to the 


be en kept 


a here also 
general feeling important 
field offices 
though such 
interest to 
held 
not been kept fully 
to this lack of a general dis 
semination of all rulings, This 
defect had been particularly emphasized by 
the King subcommittee of the Ways 
Means Committee which had been 
during the last Cong 
the admmistration of the 
Code 


1 
rulnngs and 
have 


secret, even 


precedents would be of general 
Furthermore, the 


offices themselves have 


the taxpaying public 


informed due 


pertinent 


and 
created 
examine into 


ress to 
Internal Revenue 


Ruling 2, the 


With Revenue Internal Rey 
enue Service has formulated a program fot 


a greatly increased 


publication of the in 


field 


substantive tax law and tax procedures. The 


Structions given to the othces as to 


objectives are: (1) to Internal 


position taken in 
Washington on tax matters; 


inform all 
Revenue personnel of the 
(2) to provide 
a continuing source of tax precedents and 
guides; and (3) to make this reflection of 
Internal Revenue policy generally available 
to the public. To effectuate this policy, the 


Service will consider all communications t 
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By VANCE N. KIRBY 
Daily, Dines, Ross and O'Keefe, 


Chicago 


the field as “potentially witli 


ten exceptions, 


publishable,” 
These exceptions eliminate 
which are not ot 
matters which have been clearly covered in 


matters general interest, 
the statute, regulations or prior rulings, and 
such. The last exception, in particular, is 
worth nothing, for it excludes from publica 
tion those rulings “which in the interest ot 
administration of the Internal Rey 
enue Service should not be published.” How 
there is a against the too 
liberal use of this exception with respect to 
rulings which ought properly to be disclosed 


to the public 


a WISE 


ever, safeguard 


the specific reasons for with- 
holding from publication must be attached 
to the file and approved by the Commissioner 


As indicated in Revenue Ruling 2, the 


Service has been giving consideration to 
applying the same policy of increased pub 
lication to rulings taxpayers 
and their representatives. On October 12, 
1953, Revenue Ruling 212 (1953-21 IRB 20) 


was issued, bringing these additional rulings 


addressed to 


within the framework of the new publication 
policy 
rulings, every 


of these two 
dealing with 
substantive tax law and procedures affect 


Accordingly, by virtue 


communication 


ing taxpayers’ rights and duties is now to 
be considered publishable material, with the 
exceptions previously mentioned. 


In order to properly handle the increased 
rulings under this new policy of the Service, 
there has been set up a Bulletin and Ruling 
Analysis Branch in the Assistant Commis 


sioner’s Office (Technical), taking over the 
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functions of the Ruling Analysis Group, but 
with a much staff. The 
number of rulings put out during the first 


needed increase in 


nine months since the policy was announced 
has reached 227, 
the 


publication year 


as compared to only 86 for 


entire year 1952 which was a typical 


In addition to giving the 
titioner some assurance that 


private prac 


secret instruc 


tions will not be issued to the field offices and 
that he will be 


tant taxpayel 


informed as to all impor 
> 


rulings, Revenue Ruling 2 


also simplifies the system of designating 


Service ruling longer will there be 


me vse a 2h S.’s, G. ¢ M.’s, etc 
From January 1, all rulings will be 


Revenue Rulings, numbered sequence 


and every numbered ruling will | 1 pub 


lished ruling 


Problems Relating to Individuals 


[In the area of personal expenses of indi 


viduals, commuting expenses between a tax 


payer's home and his place of employment 
held to he nondeductibl 


purposes Chere } 


difficulty 


nave long bee n 


tor income tax las always 


been, however, some in distinguts! 


ing between such expenses and travel ex 


leductible under 


expens¢ 


which are 
23(a)(1)(A) as 
Carrying on of a 


penses section 
incurred in the 
trade or business Che 
had betore it sucl 


194] There, 


onstruction workers who customarily, 


nterna Aevenue service 
Internal R S 


a borderline case in certain 


worked 
n a metropolitan area were hired for a 
period or two to tour 


18 miles 


months on a tedera 


project 


oustide the city lin 


some 
their 
were to be paid, in addition to their 


its; under contract of employment, ther 


regular 


4 | - } 
Wages, /9 cents a day as reimbursement tor 


their travel to and from work. The Service 


then ruled that such reimbursement was a part 


wages to! 


that the 


t thei social security purposes 


and expenses inv 


personal expenses Thus, 


deductible for income tax 


the Service has re-examined 


reverses itself in Revenue | 


19 [RB 


travel 


20), allowing the 


expenses to be 
and t ‘ tax 


to the 


social security 
deductible 


income taxes 


employees in computing 


Che support for this new ~ul 


ng is claimed to be found in the Schurer 


case In that case, the taxpaver was a 

‘To some, this will be an elimination of con- 
fusion; for others, the dropping of the initials 
of the office originating the ruling will be a 
loss of useful information 


27S. S. T. 413, 1941-1 CB 408 


December, 


1953 @ 


and 
tem- 
porarily employed on construction projects 
in Harrisburg, Pennsylvania, Aberdeen, 
Maryland, and Morgantown, West Virginia. 
The Tax held that his 

these new | vcations 
deductible It 


between the 


worked in 
Pittsburgh area; he 


journeyman plumber who 


around the was 


Court travel ex 


penses between and 


Pittsburgh wer: seems quite 


the 


and the 75 


a step travel expenses oO! 
journeyman plumber, Schurer, 
the construc- 


The 


much 


cents-a-day travel expenses of 
tion workers in the c 
latter 


more in the 


irrent ruling 


expenses would appear to bi 
nature of commuting expenses 
and thus would constitute personal and non 
On the other hand, the 
departure from the 
employee’s immediate and customary place 


f employment for 


Another 
expenses of individuals is Re 
1953-1 IRB 2) | 


expenses o! a 


deductible expenses 
travel did involve 


some 


a temporary peri d 


ruling involving nondeductible 
venue Ruling 1 


This deals with the legal 
successful 


While it 


that, for tax pu ses, a 


politician in the 


defense of a contested election 


is clear publi 


office is a trade or busi Internal 


Revenue Service and tl ou have con 


rred in 


sistently held th: 
Campaigning expenses 
incurred In the 


ness." In Revenue 


follows this negative appro. 


that the 


expenses of defending 


election are similarly nondeductible 


may be considered more in the nature 


capital expenditure, reminding one 


1 


rule requiring the capitalization of leg: 


penses incurred im the defense of 


real estate.” However, with respec 


lic office, there never com a time 
deduction, while wi 
the addition to the 


a subse quent sale 


Though these ruling y seem harsl 
andidates for pul andidates 


receive favorabl aime! vith respec 


the contributions whicl for the 
campaign expenses; the latter are not 
ble to them Apparently, tl is 
though the 

{ 

i 


uring the 


taxa 
true even 
contributions t completely 


( 


calnpaign 


rable been 


“hobby loss” 
130 Th 
acted in 1942 to eliminate 


abuse by 


Recently, conside 
given to the 
Code, in Section 
SOT 


cases Ol taxpayers 


*CCH Dec. 13,829, 3 TC 544 (1944) 


‘For example, McDonald 1 
44-2 ustc J 9516, 323 U. S. 57 
Regs. 111, Sec. 29.23(a)-15 
O. D. 864, 4 CB 211 


Commissioner 
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oftsetting 


income 
attributable to the 
running of hobby farms, racing stables, and 


for vears their ordinary 


ith large deductions 


er ventures in hich there was more ot 


recreational u han a business o1 


profit almost 


motive 1as long been an 


problem to deter 
larm, racing stable, 


impossible administrative 
mine whether a particular 

dog kennel was being carried on princi 
profit; 


only one who Call 


as a hobby o1 the taxpayer 


testify as to his 
intention in carrying on the ven 
deductibility, 
effect 
vill prevail, 
substantial and 
continual net losses and other earmarks of 


a hobby According] a ret 


particular 
ture. His intention is the test of 
' 


and trequently his 


t} 


testimony to the 
at he hopes to make a profit 


in spite ot a history of very 


away from 


the motive test cases, Sectior 


130 was enacted to deny to an individual, 


who has had net trade or 


trom a 
business in « $50,000 a vear for five 
successive ars, all deductions attributable 
{ that 


ich iterpri to the extent they 


exceed by mort $50,000 the gross in 


come therefrom 


At the 


revision of the 


end of the recent hearings on the 
Internal Revenue Code, Chair 
Reed ot the Ways and Means 


called attention to the fact that 


with oil, 


man Daniel 


C_ommiuttec 


} 
t 


us section “seriously interteres 


gas and mineral exploration and 


and 


deve lop 


] 
AalSO work 


ment, “may 


hardship” on 
He instructed his 
staff to prepare amendments to correct “this 
situation.” 


farmers in drought areas 


In the 


Dervice 


Revenue 
with 

Section 130 
ling 155 (1953-17 IRB 


dual, 


meantime, Internal 
hree rulings 
reterence 


Che fir Sst, 


0), holds 


his business in a partnership 


ation ot 
Revenue 
that an who operates 
form, is sub 
130: how 


to whether there 


ject to the provisions section 


ever, the determination as 


have been five 


years of net losses 


$50,000 is to be 


{ 


SUCCESSIVE 


in excess of made on the 


basis of the individual partner’s proportionate 


losses 


firm's 
$50,000 ceiling on the loss 


til iO 


share of the Similarly, the 


deductions is to 
be computed by reference to the 


firm. Thi 


nay 


partner’s 
interest in the s ruling, in view of 
the fact that it 


taxpayers, who 


seriously affect certain 
assumed that the 
» partnership losses 


only; the 


may have 
section did not apply 


at all, 


For example, see the 
Stoller, CCH Dec 
(1953) 

’ Commissioner 1% 
(CCA-3, 1929) 
Rev. Rul. 219 


tev. Rul. 221 


is made prospective ruling 
recent case of J. G 


19,897(M) 12 TCM 1061 
Widener, (2d) 833 


1953-21 IRB 11 
1953-21 IRB 13 
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will not apply to years beginning before the 


date of issuance, unless the fifth year in a 
succession of five $50,000 net-loss years begins 


after the date of 


the ruling, in which case 
the ruling will apply to all of the five years 
no matter when they began. 

Che second ruling in this area’ holds that 
profits and attributable to the sale 
of oil-and-gas property must, for the pur 
130, be included in th« 
gross income and deductions of a taxpaye 
engaged in the oil-and-gas business. Also, 
all oil-and-gas royalties are includable in the 
income of such a taxpayer in apply 
ing Section 130. At the loss-and-deduction 
end of the computation, there are to be i 
cluded depletion attributable to 
the royalties, from 


losses 


poses of Section 


TOSS 


p« rceentage 
losses abandonment of 
intangible drill 
words, as construed 
(1953-21 IRB 11), 
transactions, costs 
and expenses within the full scope Of a pat 
ticular 


oil-and-gas_ properties, and 
In other 


219 


ing expenses 
mn Re venue 


the statute 


Ruling 
includes all 


trade T business 


The third ruling” in this series of hobby 


releases states that the provisions of 
Section 130 apply only to a particular trade 
or business of but, if that busi- 
than one forin, 
a partnership, joint venture, or pro 


prietorship, then the individual’s 


loss 


a taxpayer, 
ness 18 carried on in more 
such as 


share of 


! 
losses from all of such busi 
ness units is to be 


l 
the pronts and 
aggregated in determin 
ing the applicability of the section. In other 
words, while an individual may be engaged 
in a numbe1 


of different businesses which 
will not be 7 


aggregated for the purposes of 
Section 130, all of the business units through 
which the taxpayer carries on a particular 


business activity will be treated as a whole. 


Turning to the treatment of trust income, 
Ruling 24 (1953-5 IRB 16), the 


Revenue 


in Revenue 


Internal Service 


continues to fol 
ruling” to the effect that the 
distribution of stock dividend 
beneficiary of a trust 
empt income in the 
thus 
which it had 


low an old 


a nontaxabl 


to an mcome 


is ex 
hands of the beneficiary, 


retaining the same tax-exempt 


character 
when received by the trust. 
The reason why this ruling is significant is 
that there are three circuit court decisions 
which hold All of these 
cases deal trust which 
income at all in the hands of 
but upon the distribution of such 

1T. T. 1622, II-1 CB 135 

Plunkett v, Commissioner, 41-1 usr 
118 F. (2d) 644 (CCA-1): Johnston v 
stoner, 44-1 ustc § 9215, 141 F, (2d) 208 (CCA-2) 
McCullough v. Commissioner, 46-1 vustc 4 9140. 
153 F. (2d) 345 (CCA-2) 


to the contrary.” 
with receipts to the 
are not taxable 
the trust; 


1 9373 
Commis- 
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receipts to an income 
have held the 
has become 


beneficiary, the courts 
One 
accustomed to the well 


amounts to be taxable. 
fairly 
settled rule “ that an income beneficiary who 
receives during the year more than the net 
income of the trust is taxed on the full 
amount though the 
that 


veal 


received, even result 1s 


there is a waste of deductions in that 
income bene 
hiciary which 
tute gross income to the trust, but 
the tact that 
allocated to the 


ceed the net 


In such a situation, the 


receives distributions 


consti 
due to 
certain tax deductions are 
his distributions ex 
income of the trust (prior to 
the deduction under Section 162(b) for the 


uneconomical 


corpus, 


imcome distribution ) This 


allocation of results in an en 


through the 
However, 


deductions 


larged taxable income merely 


intervention of the trust. with 
receipts by a trust, it 
disturbing to the tax 
payer's sensibilities to find that the inter 
vention of a trust had 
Chat is what the 
held in three 


involved a sub 


respect to nontaxable 
would become 


more 
them into 
First and 
these 


changed 
taxabl 


Second 


income 
have 
Plunkett 


Circuits 


Casts Phe Cast 


stantial payment to the trust in settlement 


1 a breach of trust committed by a forme: 
trustee in mishandling certain trust 


assets 


The income beneficiary 


was held entitled to 
settlement 
been deprived of income 


a share of such 


because he had 
during the years 
Although the trust 
itself had received no income from the settle 
ment, the income was held taxa 


abk The 


Johnston case is similar, in that the income 


after the breach of trust 


beneficiary 
on his share of the proceeds 
beneficiary was granted a share of the pro 
ceeds received by the trust during a mort 
The trust had no 
income during the period in which the trust 
was attempting to dispose of the foreclosed 
property; in fact it had an over-all loss. But 
when a part of the proceeds from the sal 
t the property was paid to the 
beneficiary in order to make up for 


gage-salvaging operation 


income 
the loss 
of income during the salvage period, he was 
held taxable thereon. The third case, McCu 
lough, is exactly the situation presented t 


the Internal Revenue 


Service in 
Ruling 24, involving a nontaxable stock divi 
dend There, the Second Circuit, following 
the Plunkett cas¢ 
held that the rule of Etsner z 


was inapplicable because the 


Re venue 


and its own Johnston case, 


Macomber ™ 
Income bene 


ficiary received more than merely additional 


’ Baltzell v. Mitchell, 1 ustc § 110, 3 F (2d) 
428 (CCA-1, 1925) 

41 ustc 7 32, 252 U.S 

% See Freuler 1 

S. 35 (1934) 


189 (1920) 
Helvering, 4 ustc 9 1213, 291 
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1953 @ 


pieces ot 


stock 


before the distribution. 


paper, she received when 


she had none 
This situation results from the use of the 
word Section 162(b) and (c) 


income”; in view of 
choice of words, the three circuit court deci 


“income” in 


“net 


instead of such 


sions would appear 


correct, for the income 


beneficiaries are receiving income, as such, 


under the state law (for that is all they ar 
entitled to). Nor does it seem particularly 
inequitable to tax 


what they 


income beneficiaries on 


receive as income, when 


except 


one views the trust as merely a conduit for 


the beneficiaries * or compares the tax treat 


ment of the beneficiary with that of a tax 


payer who such amounts directly 
Section 162 has 


to follow the conduit theory 


receives 
For some 
held 


character of 


purposes, been 


capital gains is retained w 
distributed to inc 
acter of tax exempt interest t 
to the 


noted previously, when the 


en 


The 
} 
I 


i the cnar 
llows through 


me beneficiaries 


income beneficiary 


However, as 
listribution of 
income exceeds net income, the taxable in 
come of the beneficiary is not limited to the 


t 


net income of the trust 


Nevertheless, the 
ice in this area of nontaxable 


Revenue Serv 
stock dividends 
that 


what 1s 


Internal 


reaffirms its position by this 
UcCullough is not to be 
thought of the 


the Service 


ruling 
followed; 
other two companion cases 
Accordingly, 


theory ot 


does not tell us 
in large part, the conduit 


continues, but the 


trusts 
exceptions must be noted, 


for they would 


appear to more solidly 


based on the wording of the statute than 


the general rule 

Another important ruling is Revenue Rul 
ing 19 (1953-4 IRB 5), 
many 


which affects a good 
accident and healtl 
holders It holds that the 


for accident or healt} 


insurance policy 

premiums paid 
policies, which do not 
provide reimbursement for medical expenses, 
are not deductible 
medical care 


under Section 23(x) as 
This is in spite ol the 


language in the 


sper 1h 


statute defining the term 
“medical care” as including ~‘amounts paid 


Phere 


| 


accident or healt] 


for accident or health insurance.’ 
are roughly two classes of 
insurance: One only pays lump-sum amounts 
for accidental injuries resulting in dismem 

death 


the other type provides ror some 


berment or and periodic 


sums 1to1 


disability; 


or all of such lump-sum or disability pay 


ments plus reimbursement for medical and 
«’ Commissioner v. Hopkinson, 42-1 ustc { 9330 
126 F. (2d) 406 (CCA-2) 
* Regs. 111, Sec. 29.22(b)(4)-5 
8 See L. Kennedy, Federal Income Taxation 
) rusts anc Wstates, Sec. 2.15, 2.15A anc 
T t i Estates, S 2.1 2.15A 1 
2.15B 
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hospital 
with an 


expenses connection 
first type to 
The Internal 
Revenue Service arrives at this ruling by 
reference to a recent Tax Court case in 
which the Service has acquiesced.” There, 


incurred in 
accident. It is the 
which this ruling is directed 


the taxpayer had the second type of policy, 
and he received in the taxable year dis- 
ability payments as well as a limited reim- 
bursement for his medical expenses. He 
took as a deduction under Section 23(x) the 
medical expenses to the 
ceeded the amount 
paid by the 


bursement of his 


extent they ex 


which was specifically 
insurance company Tot 


medical 


reim- 
expenses; the 
that he should 
balance of his medical 


Commissioner 
offset the 


contended have 
expenses 
with the disability payments due to the pro- 
vision of the statute which limits the deduc 
tion to medical expenses “not compensated 
held, 


ectly, that disability 
tt reimbursement for medical 


The Tax Court 
and it would seem cor! 


for by insurance.” 
maayments are ni 


expenses; disability payments are rather for 


work and are 


cost ot 


loss of time from wholly 


medical care or hos- 
Accordingly, the In- 
Service, upon acquiescing 1n 


unrelated t the 


pitalization involved 
ternal Revenus 


1 
thy 


lis case, goes a step further to hold in the 
current ruling that premiums, paid for poll 
cies which reimbursement of 
not be deductible 


under Section 23(x), even though such poli 


provide tor no 


medical expenses, will 
clearly 


though the 


cies are accident policies and even 


does not differentiate 


between policies with medical expense re 


statute 


imbursement provisions and those without 


The logic of the Service’s position 


good, but the 
room for such 


seems 


does not leave 


logic 


itself 
exercise ot! 
There has been considerable activity dur 


ing the last year with 


respect to the tax 
treatment of 


mploy ee sik kness 


In 1950, the 
Service issued two |. T.’s 


and dis 


ability plans 


Internal Revenue 
that a 
adopted by an em 


holding 


self-administered plan 


ployer to provide disability 


be nents tor 1ts 


employees would be treated as a form of 


accident or health insurance for the 


22(b)(5) hich 


purpose S 


of Section 


cx¢ lude S such 


benefit payments 
that 


ments ot a State 


trom YTOSS 


income, pro 


vided such a plan meets the 


require 
unde1 

hicl ] : rmitted ] ¢ 
which employers are permitted to substitute 
state plan their own 
voluntary plans with equally favorable bene 
fits. The Service then these 


self-administered plans established by con- 


disability benefit law 


for the administered 


reasoned that 


16,018, 9 TC 383 (1947) 


% Deming, CCH Dec 
: 1950-1 CB 21 and I, T. 4015 


‘Tl. T. 4000 
1950-1 CB 23 
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tract with the employees pursuant to the 
provisions of the law constituted a 
form of insurance. However, the Service 
now holds in I. T. 4107 (1950-2 CB 12) that 
such plans are not 


state 


qualified as insurance 
contracts merely because they comply with 
a state disability benefit statute and have 
received the approval of the state agency. 
Accordingly, the disability benefits there- 
under are no excludable 
gross income of the employees. 


longer from the 


In two further rulings, the Service ex- 
pands upon its position with respect to self 
administered plans established under state 
disability benefit laws. These two rulings 
both involve the New York statute” which 
establishes a compulsory system of disability 
benefits; the employer is permitted, how- 
ever, to handle the coverage of his employees 
through either the state workmen’s compen- 
sation fund, a regular insurance company, 
or his own self-administered plan approved 
by the state agency. Provision is made for 
employee contributions to be withheld by 
the employer If the em- 
a self-administered plan, 
the employee contributions must be held as 
a trust fund separate 
other funds of the 
used only 


from wages paid. 
ployer establishes 


and apart from all 
employer and must be 
for the payment of disability bene- 
fits. With respect to such a self-administered 
plan, the Service holds in Revenue Ruling 
208 (1953-21 IRB 1) that the two factors, 
employee contributions and the segregation 
of the funds, make this sufficiently insurance 
to qualify for the benefits of Section 22(b) 
(5) However, in the 
Service 


next 
examines certain other 


ruling,” the 
self-admin- 
istered plans, also qualifying under the New 
York statute, unde: 
from 


which no contributions 
the employees are collected and no 
separate trust fund for the payment of bene 
fits is established Che Service holds that 
they do not qualify as insurance. It would 


appear that the factors in the 
reasoning of the 


signincant 
Service are the employee 
and the separate trust fund 
While the ruling discusses the types of benefits 
payable under the 


contributions 


various self-administered 
plans, it would seem to make 
whether the 


no difference 
benefits are keyed to regular 
wages and length of service or are paid in 
accordance with the schedule established in 


the state disability statute 


The Internal Revenue 


enue 


Service, in its Rev 


Ruling 208, calls attention to the fact 
that the favorable ruling for self-administered 
plans with employee contributions set aside 


Art. 9 of the Workmen's Compensation Law 
of New York 
Rev. Rul. 209, 1953-21 


IRB 3 


969 





in a separate trust fund is not an acceptance ment on account of such injuries.” This 


ot the decision in the Epmeter case.” That earlier ruling was les 


econsidered and revoked 
is the recent case in the Seventh Circuit of in Revenue Ruling 103 (1953-13 IRB 2), 


l i < 


an employee of an insurance company who’ which was specifically addressed to a var 


received his regular salary during a period ation of the plan in I. T. 3306. Here, th 
ft illness, pursuant to a general plan of the plan of the employe: to add to tl 


as a c 
company for free sickness, disability and 


payments made undet e workmen’s com 
medical benefits, No employee contributions pensation act the 
t 


ann nts necessary to make 


were required, no funds were segregated by he total compensatio1 o the employee 


the employer ior the payment of benefits, during his period of dis equal to his 


nor was the plan adopted pursuant to any regular wages. TJ] onsiders both 


state disability statute Nevertheless, the 


arrangements to | am substance, 


Seventh Circuit found that an insurance cot and holds that p: thereunder 


tract existed, so that the benefits payable will not qualify tor cclusion under Section 


thereunder were excludable from gross -in 2(b)(5) because the annot | truly said 


come under Section 22(b)(5). On March to constitute damages 1 njuries suffered, 


29, 1953, the Commissioner issued a special in view of the 


Tat ar } employes has 


announcement that the Service will not fol no legal rights to from the em 


low this decision, and that it will continue ployer in excess oft tl ‘ unts provided 

to construe the statute as applying only t in the workmen’s compe m laws. This 

payments made under health insurance and would seem to be cons t with the 

not to direct payments to employees by the tion already 

employer “based in oO oO! I part on oth 
| 


€ 
d 


, . 
take! DY NETVice 


‘rr areas of disability payments 
their regular 


itional payments would m nothing 


employees who a1 wo! axi than the regular wages employee 


Thus, the Service would ‘ | should be treated as su 


lowing a middle course; they are not re 
quiring that all health and accident plans Corporate Tax Problems 


be operated through insurance companies In the corporate t: Id. one of the most 
et, o he other hand, they are not ac . . 
Yet, on the other hand, they are not accept interesting rulings this vear concerns Sec 
ing, at this stage, the ‘decidedly liberal treat 112(b)(6) 


tio! 


wl h provid rr nonres 
. : . ; » Rex th ¢ “CC ) } 
ment accorded by the Seven ircuit t enitinn. of eatin or 1D =e liquidation 


unfunded, self-administered plans voluntarily 


of a wholly owned subsidiary ine might 
idopted by emplovers , 


assume from reading of tl atute that 
\ further aspect ol disability payments no gain or ik problems ari all the 
has come before the Internal Revenue Sery specific requir 


ice for consideration Chis time, the pay tributions ars 


ments relate to reimbursement for time lost points out th 


to accidents arising during our is outstanding 
7? C ae ‘ 
22(b)(5 . parent by the 


from gross income “amounts received 


employment. Section 


decisions, it has 
under workmen’s compensation acts, a of the indebtedness. 
pensation for personal injuries or sickness, distribution in liq 
1uS the amount of any damages received in liquidation, vithit 
hether by suit or agi 1 count of , Section 112 
h injuries.” In 1939, the Service t 
position that this exclusion applied to 
smounts received directly from the employer Northern ( 


under an established plan whereby tl owed substant 


ployee was entitled to elect t tal l the assets tt 


is regular wages during | od « liquidation had 
t} 


e amount provide siderablv belo 


men’s compensation act.“ The Service re: Accordingly. 


soned that the more liberal benefits afforde subsidiary 


by the direct payments by the employe: of Section 112 


came within the statutory expression of he transfe1 


/ 
issets 


“damages received whether by suit or agree the parent to tl xtent of t tstandine 


Epmeier v. U. 8., 52- 7 9510, 199 F Northern Coal & Dock Company, CCH Dex 
(2d) 508 (CA-7) 16.772, 12 TC 42 (1949) Houston Natural Gas 
‘Tl. T. 3306. 1939-: 3 1 Corporation (Texas) v. Commiss ue 49-] ST 

§ 9211, 173 F. (2d) 461. (CA-5) 
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indebtedness. Similarly, where the 
has purchased bonds of the 


discount 


parent 
subsidiary at a 
and receives from the subsidiary 
upon its liquidation assets in excess of the 
face value of the bonds, there will be gain 
to the parent to the extent of the difference 
between the face value of the bonds and the 
basis of the bonds in the hands of the par- 
ent; Section 112(b)(6) will apply only to 
the assets received to the extent they exceed 
the face value of the bonds. Thus, this 
there may 
a loss upon the liquidation 
indebtedness, as illustrated by the 
two Under the principle ot 
these and the I. T. following them, 
the indebtedness must be discharged or can 
celled before anything can be distributed by 
stockholders t 
give rise to the nonrecognition 
Section 112(b)(6). 

Another 
IRB 6), 


obtaining 


treatment works both ways, for 
be either a gain or 
of the 
cases cited 


CASCS 


way of liquidation to the 


provisions ot 


ruling 22 (1953-6 


Revenue Ruling 
} 


greatly simplifies the procedure for 


extensions of time for the 


filing 
Without 
power oO attorney, a tax 


representative 


ol corporate income tax returns 


the filing Ia 


payer may now properly re 


quest the district director for an extension 
of time, provided that he 


know 


is acting with the 
ledge and co1 it of the taxpayer and 
before the 


administrative rul 


practice 
partment 


ing specifically recognizes the propriety of 


requests made on alf of a number of 


taxpayel! to the 
A new ivailable to take 
the place h itati return which has 


had to | iled in the past on the statutory 
li 


directo1 


ie date showin h timated tax for the 
, May now be filled 

taxpayer representa 

tive. Recent announcements of the Internal 
indicated that the 
granted for 


but the 


Revenue Service have 


] + , , 
usual extension to be 


l Cause 
shown 1s 90 days, 


statute forbids 


an extension it months.” 


excess Of SIX 


Capital Gains and Losses 


There continues the difficult 


administra 


tive problem of determining what property 
of Section 117(}j), 


remarkable section gives Cal ital gains 


comes within the scope 


which 


treatment gains and ordinary deductions 


for losses. The statute excludes property 


held “primarily tot 


le to customers in the 


Sa 
ordinary course” of tl 


le taxpaye rs business, 


* Form No. 7004 

Mim. 6742, 1952-1 CB 15 
* Code Sec. 53(a)(2) 
* Albright v. U. 8S 49-] 


(2d) 339 (CA-8) 
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all of which is clear except in its application 
to particular cases. The fact that the tax- 
payer makes it a usual practice in his busi- 
ness to sell the assets, after they have been 
used by him for a period in his business, 
far from determines the question; on the 
contrary, it With re- 
spect to livestock used for breeding or dairy 
purposes, it was held (before the amendatory 
legislation of 1951) that Section 117(j) applied 
to the thereof, though the business 
practice of the was to sell the ani- 
mals prior to the end of their usefulness.” 
Similarly, where a taxpayer is primarily en- 
gaged in renting property, he may be en- 
titled to the benefits of Section 117(j) upon 
subsequent 


raises the question. 


sale 
larmer! 


sales of such 


property even 
frequent and are in 
the course of his regular business.” Where 
the line is property held 
primarily for sale to customers and othet 
property 


though such sales are 


drawn between 


is almost impossible to say. The 
Internal Revenue Service had before it such 
a borderline case in Ruling 108 
(1953-13 IRB 26). There, the business pat- 
tern was to purchasé 


Revenue 


a fleet of automobiles 


t 


al wholesale, lease 


them ior a period sub- 
their useful 
DETVICE 


stantially less than 
then sell them The 


automobiles are 


lives, and 
rules that the 
excluded from the benefits 
117(;). It would seem that this 
rule is somewhat stricter than that applied 


in other areas 


instead 


or Section 


Had the property been cows 
Olt cars, 


lifferent 


the answer might have been 
even without regard to the 195] 
amendment 


In another ruling in_ the 


Internal 


capital gains 
Service under- 
in Section 117 (f). 
This section provides that amounts received 
upon tl redemption of 


ie 
ae 
etc., Shall 


area, the Revenue 


a ke yphe rhe 


takes to plug 


registered bonds, 


be treated as tl they 
therefor. The 


this provision in 


a iough were 
received in exchange 


ot the 


purpose 
1934 
capital gains treatment to the 
received 


enactment ot 


Was tO lve 


amount upon redemption just as 
a sale or exchange had occurred, At 
time, it apparently 


plated that 


though 


that was not contem 


would qualify, 
too, fort this treatment under Section 117(f) 
However, the 


discount bonds 


statute would seem to clearly 
apply to such bonds, and the Sixth Circuit 


has so held in the Caulkins case 


The bond 
involved there was an industrial bond, bear 


ing no interest except a 5% per cent annual 
increment to the principal sum which was 
CCH Dec 
Delsing wv. U. B., 
(2d) 59 (CA-5) 
Caulkins, 44-2 usr« 
(2d) 482 (CCA-6) 


° Benetti Novelty Company, Inc., 
17,402, 13 TC 1072 11950); 
51-1 uste § 9125, 186 F 

" Commissioner v, 


7 9416 
144 F 


971 





pavable in 12 years, 
United States 
The result of 


similar to the 
(Series E) 
is to tax at capital 
While the 
Internal Revenue Service has acquiesced in 
the Caulkins case, 


very 
savings bond 
this case 


gains rates the interest element 


they 
ot if, stating that the 
ited precisely to 
under the 


take a very dim view 
decision is to be “lim 
there 
facts of that case.” 
With that background, the question arises 
treatment of the 


what was decided 


particular 
as to the Israeli Govern 
ment bonds, which are discount bonds similar 
to Series FE and the bond in the 
Caulkins case In Revenue Ruling 119 
(1953-14 IRB 2), the Service denies capital 
gains treatment to them by to Series 
E bonds. However, it would seem that the 
analogy for tax 


bonds 


analogy 
purposes is poor, because 
the provisions of the Second Liberty 
Act specifically provide that the 
on discount bonds issued by 

to be 


poses 


30nd 
increment 
the United States 
interest tor tax pur 
We all may with the Sixth 
that “it is difhcult to preceive any 
practical reason tor taxing 


treated as 
avgTee 
Circuit 
increment of the 
type involved here differently from ordinary 
income,” ™ but it would 


seem to requir¢ 


than a ruling of the Internal Revenue 


Service to set the law 


At the 
fusion as to whether capital gains treatment 
is available 


more 


straight 


present time there is some con 


for amounts received upon the 
cancellation or surrender of a 
the owner of the 


leasehold to 
property 
Hort case . 
end of the 


The Supreme 
clarified for 
There, the 
owner ot the property received a substantial 
payment from thi 


Court in the has 


us one transaction 


tenant to cancel the 
lease; the 


To be 


court held that the payment was 
treated as ordinary 
a substitute tor 


income tor 1t was 


rents 


where 
the money flows in the other direction, from 


However, 


the owner to the tenant, there is a split in 


that if the 
third party, he 
treatment 
But where the 
lease is surrendered to the owner of the prop 
upon the 


the authorities It is clear 


tenant sells his lease to a 


is entitled to capital 


respect to the 


gains with 


procee¢ ds 
erty payment oft 
find the 


money to ne 
Second and Third Ci 
question. The Third 
that the surrender to the 


tenant, we 
odds on the 


holds 


owner is a capital transaction, entitling the 


cuits at 
Circuit 


lessee to capital gains treatment for the pro 
* See Mim. 6327, 1948-2 CB 12 
* Commissioner v. Caulkins, 
note 31 
* Hort 4 
J. S. 28 
S Sutlff, CCH Dec 
*% Golonsky wv 
200 F. (2d) 72 « 


972 


cited at foot- 


Commissioner, 41-1 ustc § 93854, 313 
12,423, 46 BTA 446 (1942) 
Commissioner, 52-2 ustc { 9553, 
"A-3), cert. den. 345 U. S. 939 


December, 


1953 @ 


ceeds.” The 
gous type ot case, 
surrendered to the 
there no 
qua 
Revenue 
Internal 
the Golonsky 


Second Circuit in an analo 
franchise is 
grantor for cash, holds that 


“sale or 


where a 


sine 
gains treatment.’ In 
(1953-16 IRB 2), the 
Service refuses to follow 
that 

lease to the 


exchange,” the 
non tor capital 
Ruling 129 
Revenue 
case and rules where a 


back the 


the money he 


lessee turns owner, 


receives theretor is ordinary 
income, basing its position on the Hort case, 
which involves the other side of the 
and the Starr Brothers 
though we shall 
Court decision for 
tor the continuing to 
its original position in the 


com, 
looks das 


a Supreme 


case It 
have to awartt 
clarification of this issue; 


Tax Court is follow 


Golonsky case,” 
Third Circuit 


Ray case,” the 


vhich 
For 


Court 


was affirmed by the 
example, in the lax 


gave capital treatment to an 


amount received by 


Lalns 
from the lessor 
tor the relinquishment of a restrictive cove 


nant in the 


a le SsSC¢ 


lease preparatory to a sale ot 
third party. ‘The 
nonacquiesced in the Ray case, 


the fee to a Service has 
and an ap 


peal is now pending in the Fifth Circuit 


Miscellaneous Deductions 


In the 
and 


Supreme Court cases of 
Stevenson-Chislett.” we 


situation of the 


LsOn 
had the odd 
upsetting the determi 
nation of the Commissioner upon the ground 


court 


that he failed to follow his own regulations 
losses 


embezzlement 
which, as is frequently true with 


Chese cases involved 
respect to 
such losses, were not discovered until some 
time after the 
closed the 
ments took place. 


vide that “fa loss 


limitations had 
which the 
‘| he 


from theft or 


Statute I 
embezzk 


pro 
embezzlement 


years in 


41 


regulations 


and 
another is ordinarily deductible for 


occurring In one yea! discovered il 


the veat 
in which sustained.” The Commissioner in 
that the 


only in the year in 


these cases insisted losses 


deductible 


tained. 


were 


which sus 


However, the Supreme Court, in 


reading the regulations, pointed out that 


“ordinarily” does not “always” an 
that a practical approach should be taken 


in these situations 


mean 


losses -ar¢ 


where the 
discovered too late 


Now, the 
this 


states in 


to take them in the year 
incurred. Internal Revenue Serv 
Supreme Court pro 


Ruling 183 


ice, following 


nouncement, Revenue 


* Commissioner v. Starrs Brothers, Inc 
ustc { 9410, 204 F. (2d) 673 (CA-2) 
*CCH Dec. 18,388, 16 TC 1450 (1951) 
‘CCH Dec. 19,001, 18 TC 438 (1952) 
*” Alison v. U. 8S. and Stevenson-Chislett Cor- 
poration v. U. 8., 52-2 ustrc { 9571, 344 U. S. 167. 
" Regs. 111, Sec. 29.43-2 
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(1953-19 IRB 5), 
regulations and will apply, as a general rule, 
the requirement that the loss be deducted 
in the which sustained 
in cases of undue 


that it will follow its own 


vear in However, 


hardship, and where the 
losses are not 


embezzlement discovered 


until many years aiter the wher 
it is impossible to identify the year of the 


loss, the 


event, or 


may be 


k Sses 


taken in the yeat 


of discovery [The Service adds, however, 


a warning that this does not give the tax 


paver an election to take the 


loss in which 


ever year is most advantageous taxwist 


Chere was briet 


issued recently a very 


ruling of considerable importance in_ the 
Here, the Serv 


effects of a 


area of charitable gifts.’ 
ice considered the tax short 
term trust (ten years and ten days), created 
irrevocably, with the 


the grantor at the 


corpus reverting to 
end of the period. Dut 
term of the trust all the 


distributable to a_ charitable 


ing the income 1s 
' 
roundation 
requirements of Section 23 (0) 
holds that the 
under the Clifford regulations,’ 


meeting the 


The service trust 15s valid 
and, ac 
the income during the ten-year 
not taxable to the grantor Fur 
the. present value of the income 
deductible to 


Section 23 (o) in the 


going to charity is 


grantor under 


vear of the creation of the 


trust The over 


all effect of this ruling is to give the grantor 
double First, 
value of the income interest 
ten-year period is deductible in the 


vear when the 


the benefit of a deduction 


the present 


for the 


trust is established, and 


second, the income for each of the ten years 


is excluded from the income of the grantor 


is difficult to see how the Service 


rule otherwise under the 


statute; 


ertainly the income of the trust is ex 


ludable from the grantor’s income under 


he Clifford regulations; also, Section 23 (0) 


ives a deduction fe charitable 


contribu 
ms made in the rorm of an interest 1 


roperty 
| \ 


Witl 
depreciation and sales or exchanges, a Sig 
nificant ( M. 


the end of last 


respect to the basis of property fo 


was published towards 
vear,” revoking a prior rul 
This earlier G. C. M 
that the basis of 


ing of long standing.‘ 
I id held 


is 


property which 
a period in which the 


was tax exempt should not be 


ield for owner! 


adjusted for 
that 


where an apartment hous« 


depreciation sustained during period 


In other words, 
vy. Rul. 194, 1953-20 IRB 2 
111, Sec. 29.22(a)-21 
3707, 1945 CB 114 
M. 27491, 1952-2 CB 221 
M. 10857, XI-2 CB 105 
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is purchased by for $100,000 and 
charity loses its 
character, the $100,000 basis 
would not be reduced at all under the early 
ruling for the depreciation sustained during 
the exempt period. This would seem to 
find support in the statute which states that 
the basis for depreciation, or for 


a charity 
in a subsequent year the 
tax-exempt 


gain or 
property adjusted 
allowed or allowable; “ 
during the period of tax exemption no de 
preciation was, of course, either allowed 
or allowable under the Code. However, the 
result of this early ruling was to give to the 
formerly exempt foundation deductions for 
depreciation which were attributable in part 
to depreciation actually 
earlier years; thus the 
the later years 
since it 


loss, is the cost of the 


for depreciation 


sustained in the 
taxable income in 
improperly reflected, 
was reduced by deductions not at 
tributable to such period 
1950 Revenue Act was passed, 
bringing onto the tax roles for the first time 
a number of charitable 
unrelated 
back 


Was 


Accordingly, 
when the 


with 
lease 


foundations 
business activities or with 
income, the old G. C. M. 

examined and revoked by G. C. M 
Che position 


was re- 

27491 
is that depreciation sus 
tained during the period when the taxpayer 
was exempt from tax must reduce the basis 
of the property tor the 


how 


purpose of com 
puting depreciation, or gain or loss from a 
sale or exchange, in a 
which the 
to tax \ 


mcome 


subsequent year 


during organization is subject 


correct reflection of taxable 
this position of the 


Service, and 


results from 


Internal Revenue 


the regula 
the new Supplement U 
that effect.” Similar provi 


also contained in the 


tions undet contain 
provisions to 


sions are regulations 


Act of 1951, 
banks and building 


just issued under the Revenue 


taxing mutual 


Savings 


ind loan associations for the first time.* 


In this 


decision is of 


connection, a 


recent Tax Court 


interest There, the tax 
payer had been held exempt by the Service 
in 1934 as a social club under Section 101 
(9); but that exempt ruling was withdrawn 
in 1945 by the Service, applicable only with 
respect to 1943 and subsequent years. The 
lax Court held that even though the Serv 


e 
ice continued the 
1943, the 
its basis for depreciation for the 
taxable 


exempt status tor years 


prior to taxpayer had to reduce 


current 
years by the amount of depreci 

* Code 113(b)(1)(b) 

* Regs. 111, Sec. 29.423-3 

* Regs. 111, Sec. 29.113(b)(1)-4 

® Automobile Club of Michigan, 
19,819, 20 TC No. 145 (1953) 


CCH Dec 


973 





u 


ation sustained in years when the club was covered by G M. 27491, but it would 
held to be exempt by the Service. This is seem to be a step toward the solution 
not a definitive answer on the problem adopted in such G. C. M [The End] 
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| ged USSION of a panoramic subject, in By CHARLES W. DAVIS 
order to be meaningful, necessarily in Hopkins Sutter, Halls, DeWolfe 
. ’ ’ ’ 


volves a process ol selection Cases have e 

been selected either because of the forum by & Owen, Chicago 

which decided, the importance ol! the issue, 

or the relation of the problem to some other effect of a Tax Court-approved sett 
significant question The volume of tax in which basis for depreciation was in 
litigation makes fine sifting essential, but, troversy. It was the unanimous view of th: 
even so, there is nothing cineramic or third Supreme Court that, unless it can be sai 
dimensional in the brief analyses of what that there was an adjudication on the merits, 
are believed to be some of the most impor the doctrine of res judicata would serve 
tant tax cases decided during the past year unjust cause and would becom 

Since the determination by the Suprem« by which a decision not shown t 

Court of even a relatively minor tax question merits would forever foreclos« 


may be considered of some consequence, a the merits.” If, from the recor: 


few of the decisions of the Court during the possible to tel! whether the agreeme1 
l 


October, 1952 term will first be considered parties and t judgment of the T: 


was based on the merits or on some 


Res Judicata consideration, it 1s to be assumed 
decision of the Tax Court was 


forma acceptance to settle the ce 


i 
I 


Many lawyers for taxpayers, and govern 


ment attorneys, breathed a sigh of relief 


. for reasons undisclosed, in whicl 
when the Supreme Court, in U.S. v. Inter 


a udgment is to be res judicata only {« 
national Building Company,’ clarified some ) ss 
what the status of settlements of docketed 


Tax Court cases upon stipulation between : 
pea that either party will be permitted to off 
¢ 


particular years involved. Although 


decision leaves the troublesome possibility 


the Commissioner and the taxpayer 


. extrinsic evidence in an effort to show t] 
bers of the Tax Court, themselves, had been 


TP : an apparently routine decision of t 
unable to agree whether a Tax Court decision APT 


p Court, approving compromise sett] 
approving an agreement between the parties te 


- a docketed case, Was actually on 
settle their contreversy was res judicata of § 


: |, - ; . just what evidence is admissibk 
the issue in dispute The Tenth Circuit, 


in a case* in which the issue was whether remains for further litigatior 
income from certain oil leases was com si 
munity income, had decided that “a judg Annual Accounting Period 

ment, not predicated upon stipulated facts The concept of the annual accountins 
or upon findings of fact, or upon a deter is a firm cornerstone of federal in« 
mination on the merits, but merely to carry ation, but three recent decisions 

out a compromise agreement of the parties, preme Court disclose the difficulti 
fails to constitute an effective judicial deter in the appli ation of the taxable year 


mination of any litigated right.” to practical problems of tax admini 


The Eighth Circuit recently disagreed in Embezzlement losses.—The sec: 
a case* in which the issue was the binding essarily incident to the success of 

1 53-1 ustc 1 9366, 78 S. Ct. 807 Trapp v. U. 8., 49-2 ustc § 9398, 177 

See Margaret A. C. Riter, CCH Dec. 13,745 (CA-10), at p. 5 


3 TC 301 (1944), at p. 305, and dissenting ‘International Building Company 1 
opinion at p. 306 52-2 ustc 7 9485, 199 F. (2d) 12 (CA-8) 
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embezzlement, with discovery of tltis 
crime frequently occurring after the taxable 
t the crime, 


vear ot the has presented a challenge 
tax administrators and the courts to try 
violence to annual 
Although the stat- 
deduction is limited to 


fair without doing 


tax accounting 


“losses sustained 
luring the 


tor 


taxable year,”’* the regulations ' 


many vears have suggested that excep 


tions might be in the 


made case of embezzlk« 


el tosses 


Just what circumstances might 
the allowance of a deduction in a 
ian the year when the money 
Two district 
Third Circuit In 


Alison v. ft 5 


were quite obscure 


ases arose the 
deduction was 


in the year of discovery of the em 


bezzlement | when it was possible to 


amounts take 
In the other 
m-Chislett, Inc. v. U. S.,” de 


Vas allows d 


| } } +} 
cdentity I thiet and re 


i several vears 


in the year of discovery 


areful investigation failed to disclos« 
such information Che 


ertihed to the 


court of appeals 


Supreme Court the 


deductibility in the year of 


question 


discovery ot 


ie embezzlement losses in both cases 


Stressing lreasury pr: 


acknowledged { 


nd that the 


possibility of recovery of em 


bezzled funds prevented the terms “embezzle 


ment being 


and “loss” trom 


the Supreme ( 


necessaril 


synonymous, ourt 


col ( luded 


and when a deductible 


1 66 1 2 
that whether 


results from an embezzlement is a 


de ( iche d 


surrounding circumstances,” 


question, a practical one to be 
cording to 
leductions in the year 
certainment t amount o 
J CaASCS 
was still at sea 
announced 
he result 
ASCS 
identify the year 


embezzlements actuall 


23(e) and (f) 
Sec. 29.43-2 provides that ‘‘A 
theft or embezzlement occurring in 
and discovered in another is 
deductible for the year in which 


loss 

one 
ordinarily 

sustained.’ 


yeal 


cs supplied.) 
51-1 ustc { 9353, 97 F. Supp. 959 (DC Pa.) 
{ 9377, 98 F. Supp. 252 (DC Pa.) 

Alison % [ S. and lL t 

Chislett, Inc 52-2 vst { 9571 
Rev. Rul. 183, 1953-19 IRB 5 
See Montgomery’s Federal Taxes (1951-1952) 

Vol. I, Corporations and Partnerships, pp. 535-6 
52-2 tc f 9527, 73 S. Ct. 71 

cited at preceding 

The Court asserted The losses 

squarely within the definition of 

contained iT; 


D1-2 ust 
Ss Stevenson 
rh 


3S. Ct. 191 


Case footnote, at p. 73 
here fall 
capital losses 
{Code Secs. 23 


required to pay the 


these 
and 115] Taxpayers 


sections 
were 


Sixth Annual Federal Tax Conference 


‘Solicitude for the revenue is a 
plausible but treacherous basis upon 
which to decide a particular 

tax case.'’"—WMr. Justice Jackson. 


and the 


amount thereof in such 


yeal Ol 


years, factual 


and “in othe 


where the 


spec ial cases 


embezzlement is not discovered 


tor many years because of the secret man 


euvers of the embezzler and the facts reveal 


that undue 
the 


rdship or injustice would re 


sult if loss were allowed only in the 


ars the embezzlements occurred.” What 
happens when the embezzlement is discovered 
in one taxable year, but 


the amount cannot 


be ascertained until a later year, presumably 


is as unsettled as the 


general question ot 
deductibility of expenses, definitely incurred, 


] 


but uncertain in amount 


Switlik problem and invisible boomer- 
angs.—Prior t 


annual 


this subordination of a strict 


accounting rule to prevent hardship 
and injustice to taxpayers in embezzlement 


loss cases, the Supreme Court, in Arrow 


smith v. ( issioner,” had upheld the con 
that “the 


taxable 


tention ot the Commiussionet 


well-established principle 


that each 


vear 1S a separate unit tor tax accounting 


purposes is not breached” by considering 
1937 to 1940, as 
is in 1944, in order to ciasstfy the 


1 1944 


pavers 


taxabl 


events occurring in well 


nature ol 
loss for tax purposes.” The tax 
capital gains, in the 
years 1937 to 1940, upon liquidation 
ot a corporatior \s transferees, 
in 1944, a judgment 


and 


1OSS a tax 


had reported 


they paid, 


rendered against the 


orporation, claimed as an ordinary 


deduction of the 


business entire 
amount paid his tax 


with the Swrtlik ™ 


treatment was in 
rule of the 
Chird Circuit,’ 


which the payment by a fe 


iccord lax 


Court, approved by the undet 


stockholder 
f the tax liability of a liquidated corporation 


rmel 


judgment because of liability imposed on them 
as transferees of liquidation distribution assets 
And it is plain that their liability as transferees 
was not based on any ordinary business trans- 
action of theirs apart from the liquidation pro- 
ceedings It is not even denied that had this 
judgment been paid after liquidation, but during 
the year 1940, the would 
properly treated as capital ones. For payrnent 
during 1940 would simply have reduced the 
amount of capital gains taxpayers received 
during that year 

‘ Stanley 
121 (1949) 

Commissioner v. Switlik, 50-2 uste % 9446 
184 F. (2d) 299 (CA-3), contra: Milliken 1 
Clommi ssione 52-1 re € 9284, 196 F. (2d) 135 


(1952) 


losses have been 


Switlik ‘CH Dec 17,110, 13 TC 


(CA-2 cert. den. 73 S. Ct. 181 
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was held to be 


deductible in full as an 
ordinary loss, a result thought to be neces- 
sary to conform with 
year as the unit of taxation.’ 


“the concept of the 


single re 
six-to-three majority, the Supreme Court in 
the Arrowsmith upheld the 
view of the Second Circuit, 
a vigorous protest from Mr 
that 


accounting 


case opposite 


but not without 
Justice Douglas 


that, if it is the law each year 1s a 


separate unit tor tax 


“we should 


purposes, 
require observance of it—not 
merely by taxpayers but by the government 
as well.” Mr Jackson, joined by 
Mr. Justice Frankfurter, that 


“Solicitude for the revenue is a plausible but 


Justice 


observed 


decide a 
He noted that, while 
under the Switlik’ 
windfall 


treacherous basis upon which to 


8 


particular tax cas¢ 


the taxpayer, * rule, migh 


windfall 
is left to a taxpayer after 
finished 


receive a “(regarding a 
as anything that 
the Collector is 


payers might 


him),” tax 
be unduly penalized under the 
majority view by the 
capital 


with 


limited deductibility of 
and the fact that, had the 
liability been discharged by the corporation, 
it could have 


losses 


been claimed as a tax deduc 


tion by the corporation. M1 


Tustice lac k son 


also referred nostalgically to the deference 
accorded the 
rule of Dobson v. ( 


“T still 


competent 


formerly Tax Court under the 


ommissioner,” as he opined 
think the Tax Court is a more 
toward a 
systematic body of tax law than our sporadic 


omnipotence in a field beset 


and steady influence 


with invisible 


boomerangs.” ™ 


In the 


the annual accounting period, Healy v. Com 


next case involving the principle of 


% The Commissioner conceded in the Switlik 
case that the payment of taxes in 1944 did not 
represent losses from the sale or exchange of 
capital assets, but maintained, nevertheless, that 
they were capital losses characterized by the 
liquidation in 1941 The Third Circuit relied 
heavily upon the claim-of-right doctrine of 
North American Oil Consolidated 1 Burnet, 
3 usre 1 943, 286 U. S. 417 (1932), in deciding 
that the classification and reporting of income 
as capital gain in the earlier year was a closed 
transaction that could not be determinative of 
transactions in subsequent years 

iT Commissioner Vv. Bauer, 52-1 usr 
F. (2d) 734 (CA-2). The court of appeals con 
cluded that considering together the events 
of the previous year and of the taxable year 
the losses in the taxable year show up as arising 
out of a ‘sale or exchange.’ "’ (P. 735.) 

* Case cited at footnote 12, at p. 74 

” Cited at footnote 14 

2” 44-1 ustc 1 9108, 320 U. S. 489 
cited at footnote 12, at p. 75 rhe 
Tax Court, however, could not escape a sporadic 
relapse in applying the Switlik principle. With 
four judges dissenting, it held that a loss in- 
curred in 1945 from payment of a guaranty given 
in connection with sales in prior years of certain 
stock were capital losses: the Second Circuit 
affirmed on authority of its decisions in Com- 


976 


" 9152, 193 


71 Case 


December, 


1953 @ 


missioner,” Mr. Justice Jackson was strangely 
silent, however, about the superior wisdom of 
the Tax Court As in the 


cases, the 


embezzlement 
Healy and Smith 
contended for elasticity in the taxable yea 
They urged that the amount of 
salaries which led to transferee liability for 
unpaid taxes of a 


taxpayers im 
excessive 


corporation should be 


treated, upon 


repayment in a subse 


quent to receipt, as 


year 
an adjustment to thei 
The Com 
deduction in the 
year of repayment was required. The 17 

Court ~ taxpayers Phe 
Sixth affirmed in the 


saVineg 


income in the year of receipt. 


missioner maintained that 


aX 
agreed with the I 
Circuit 
that 
receipt ol 


Smith case,” 


salary was “the bar: 
property or 
another,” * 
fund for the 


the transteror 


excessive 


money 
] 


longing to which d as 


wholly be 
} 
i 


was he 
a trust creditors of 
In the Healy 
however, the Second Circuit reversed * 
the decision of the 


benefit of 
corporation 
case, 
lax Court. The Supreme 
Court, preferring the rationale of the Second 
Circuit, decided that the excessive salaries 


had 


and 


been received under a claim of 
that the 


determined was only 


right, 


transferee liability ultimately 
a “potential or dormant 


restriction,” which depends 


upon the 
future application of rules of law to present 
facts. The potential transferee liability, ther 


tore, was nota 


“restriction on use” barring 
application of the claim-of-right doctrine of 
North American Oil Consolidated v. Burnet™ 
Third Circuit had thought to be 


controlling in 


which the 


holding for the 


taxpayer i 


the Switlik case Claims of inequity were 


lenied on the ground that Bureau policy 


missioner v. Bauer, cited at footnote 17, and 
Milliken v. Commissioner, cited at footnote 15 
See, also, Duveen Brothers, Inc., CCH Der 
18,451, 17 TC 124 (1951), aff'd 52-1 ustc { 9335 
197 F. (2d) 118 (CA-2), cert. den. 73 S. Ct. 182 
(1952) 

* Healy v. Commissioner, 53-1 uste {% 9292 
73 S. Ct. 671, aff’g 52-1 ustc 7 9200, 194 F. (2d) 
662 (CA-2) and rev’'g Commissioner v. Smith 
52-1 ustc § 9221, 194 F. (2d) 536 (CA-6) 

23 Gordon W. Hartfield and Edwin E. Healy 
CCH Dec. 18,068, 16 TC 200 (1951): Hall ¢ 
Smith, CCH Dec. 16,531, 11 TC 174 (1948) 

*% Cited at footnote 22 

2> Citing Commissioner v 
{ 9188, 327 U. S. 404. 

* See footnote 22 

Healy v. Commissioner, cited at footnote 22 

** Cited at footnote 16. In that case, at p. 424 
Mr. Justice Brandeis stated “If a taxpayer 
receives earnings under a claim of right and 
without restriction as to its disposition, he has 
received income which he is required to return 
even though it may still be claimed that he is 
not entitled to retain the money, and even 
though he may still be adjudged liable to 
restore its equivalent.'’ (Italics supplied.) 

*° Cited at footnote 14 

® Citing G. C. M. 16730, XV-1 CB 179 (1936) 


Wilcox, 46-1 wst 
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permits a deduction in the year of repay- 
ment of the amount included in 
income.” Without a backward glance at the 
Alison™ and Arrowsmith ® cases, the Supreme 
Court observed 


earlier 


“One of the basic aspects 
that there be 
an annual accounting of income 


of the federal income tax is 
Each item 
of income must be reported in the year in 
which it is 


properly reportable and in no 


other.” 
Although the 


Supreme Court 


claim-of-right test of the 


requires a without 


receipt 


as well as under a claim 


restriction on use, 


| 
t} 


he doctrine had been utilized just 
days earlier by the Ninth Circuit ® to 
orts of taxpayers, stoc kholders and 
f a corporation to obtain a refund 

dividends declared in 1942 and 
receivabl 


loans accounts of! 


books of the corporation, 


rene alle d and book 


} 


the next yea 


taxpaver’s debts 
valet t ol! 

olders and 

int paid 

he court 

1] 


ru 


e is 

finality 
period and upon 
impracticability of com 


determine 


accounting 
ing in the 
The original 


| ourt in two lines 
ultimately 


Court It is 


been ipset 
apparent th: 
rinciple is not to be inflexibly applied, and 
taxpayers or the Commissioner 
suggest relaxation if advan 


ef 


ticular situation 


Beacon Brass Company 


Beacon Bp 


t sustained all 


mpany,” the 
indictment 


(b) of the Code (with 


limitations) for the 


Such repayment must be 
deductible. Estate of L. E. Crellin v 
sioner, 53-1 ustc { 9382, 203 F 
cert. applied for August 31, 1953 

2 Cited at footnote 7 

Cited at footnote 12 

“* Healy Vv 


— 
613 


(2d) 812 (CA-9) 


Commissioner, cited at footnote 22 
v. Lesoine, 53-1 stc § 9273, 203 F 
‘A-9) 

Sixth 


Annual Federal Tax Conference 


enforceable to be 
Commis- 


making of false statements and representa- 
tions by taxpayers, at a hearing and con- 
ference before Treasury agents, for the 
alleged purpose of concealing additional un- 
reported net income, even though such 
statements might also have been the basis 
for an indictment under the Criminal Code,” 
for willfully making false statements in any 
matter before a government agency or de- 
partment (an offense subject to a three-year 
statute of While the penalty 


for straying from the truth in a conference 


limitations). 


with Treasury personnel may not be greater 
than at 
departments, the 


meetings with officials of othe 


suspense, at least, 1s more 


prolonge d 


Growing Crops 


In Vatson v. ¢ 


the portion of the 


ynmiussioner,” holding that 


sales price of land attribu 
table to an unmatured crop was reportabl 
as ordinary income and was not subject to 
Section the Treasury won in the 


Supreme ourt <¢ issue which has been 


decide y tor tuture years in 


hstanding the state 
enate Committee 
iles of land 


fruit are not such 


together 


ordinary course of 
result in capital 
ary income,” ™ the 
justices dissenting, 
lo at amendment made by 
Revenue Act of 1951 was not 

mcluded that 


properly 


t 


roactive 
an unharvested crop was 
held by the taxpayer primarily fot 
sale to customers in the ordinary course 

The 
Fifth “ and 


unhary ested, un 


the taxpayer's trade or business 
majority rejected the view of the 
Tenth “ Circuits that, since 
matured crops were treated as real property 
unde law, tion 117(j) benefits for 
real ro rtv 1 t] 

al ! \ the 


trade or business 


were available 


Watson rule of separa 
tion of land and other assets located thereon 
to determine the character of each tor pur 
poses 


ot computing capital gain where there 


is a sale of the whole property was deemed 


controlling by the Tax Court in allowing a 
taxpayer, 


March 1 


acquired before 


market value 


6 52-2 ustc {| 9528 
718 USCA 1001 
* 53-1 ustc { 9391, 
'S. Rep. No. 781, 82d Co’ 
” Owen Commissioner, 
F, (2d) 1006 (CA-5) 
i McCoy v. Commissioner, 5 
F. (2d) 486 (CA-10) 


9512 


9500. 192 





as of March 1, 1913, for the land, but the 
adjusted cost for the 
puting its gain.” 

In Paul v. Commissioner.” the 
that the holding period for a 
recently constructed apartment building was 


building, in com- 


taxpayer 
contended 


the same as for the land upon which it was 
built; the court rejected the contention on 
the authority of the Watson case. The tax- 
payer also advanced two other theories, both 
that the holding 


the building began to run from 


of them quite novel: first, 
period for 
the time 


he became contractually bound to 
his materialmen, because he then had a right 
| that he 


should at least be allowed capital gain treat- 


} 


to acquire the l 1 


ig and, 


1; 
ait 


| second, 


ment tor that portion ot the gain 
of the building 
total cK 


before the sal I 


upon sale 
LPOTL Sdif 
to that part of the 


st expended more than six months 


allow able 


court rejected the 


alternative As to th cond, 


nrst 


without citing 


any authority « I l I ex] 


pressed 


disinterest in expended 
oO! accrued 

such portior 
tO “the ce 
which 

was mi 


; 


Ol sak 


made, 


of bui 

date, he 

bricks ane 

work prog 

ants, engineers—and lawyers 
based upon the cost o 
building would be hard to 


manding the case, the court attempted 
ease the 
the gg 


may we ll be 


concern of tl Commissioner with 
taxpayer's evidence 
satisfy the Tax 
Court and that, since no precedent could be 
found, 


gue t 


should we 


may call for an intricate all 


“even concede that our 
solution her« 
cation, the problem is not | ly to 
with such frequency as materially 


the Commissioner.’ 


Sickness Benefits 
In Epmeter v Fo 
paid under 


benefits 


a noncontributory life and health 


sickness 


#@ Constitution Publishing Company, CCH Dec 
19,899, 20 TC No. 144 (1953) 
#8 53-2 ustc 9 9527 (CA-3) 
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insurance plan, requiring employees to pass 
a physicial examination, and under which 
the employer reserved the right to cancel 
sickness benefits if there “the 
fullest cooperation” of the employee in 
carrying out instructions of a 


was not 


company 
private physician, were held to 
be amounts received through health 
excludable from gross income 
Section 22 (b) (5) of the Code 
that 
protection must be 


doctor or 


insur 
under 
Observing 


ance, 


1 


there was no reason why insurance 


expressed in the ‘tlorm 
of ordinary sold com 
concluded that there 
was full and complete consideration to the 


employer in the 


insurance contracts 
mercially,” the court 


contract ol 
hat, upon passing the 


empl 


yment; 


medical examination, 


an employee was automatically insured, anc 
that if he became ill, he had a right 
benefits as a part of his contract 


missioner, convinced tha 


Congress was to exempt onl) 


ance payments, 


nounced his refusal 


case. In the absence of 


Congress, “the 


th« 10m] 
be extend 


Bureau does 
under the s 
administrative 
amounts rece 1 by 


ple 
em] 


yees 


amounts 


mm thei 


eir regul 
which their fellow en 
work are taxable.” * 


amounts paid under 


received because 
sulting in substanti: 
ot earning Capacity 


insurance or otnerwise. 


Cancellation of Contracts 
Whether 


1 
] 
} 


payments recely\ 


tion or reiease of a contrac 


gain or ordinary income h: 


more uncertain under recent 


Tax Court has consistently 


ments received by a tenant for 


o! his lease, includi o surrendet 


right to possession under a rent cor 


“52-2 ustc { 9510, 199 F 


(2d) 508 (CA 
** Bureau release, dated March 26 
* See preceding footnote 
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motia lease, are received trom 
a capital asset.“ It reached the 
he surrender of a contract 


r certain 


machines at 


and in the cancellation of 


the taxpayer an exclu 
products of a manu- 


area (S/arr Br tners, 


maining in this area 
iction between non 
1 personal serv 

Tax Court 


. 54 
Cast 


had 
yn unwarranted and 
he Tenth Cit 
surrender o! 

Tai agency Was 
Since then, how- 
has not only sus- 
Tax Court majority 
but, reversing 

that the release 


lusive 


an e€xX¢ 
with a manufacturer is not 
the asserted conflict be 
yn and General Artists c: 
uzed by the Supreme 
granting certiorari in 
that only 
} 


seem 

clear con 

the decision 

the Starr Brothers 

ain treatment 
] 


Saies agency con 


upon 


hird Circuit 


200 F 
: (1953) ; 
19,001 18 TC 438 
5) row 
VicCue 


Louis 
(1952) 
pending on appeal 
Bros. & Drummond, 
14, 19 TC 667 (1953) (nonacq 
now pending on appeal to the 
(involving surrender of right to 
statutory tenant under rent con- 
"CH Dec. 19,706, 20 TC 

149 (1952) (nonacq 
{ 9410, 204 F. (2d) 
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General Artists and Starr Brothers cases in 
ruling that payments received by a lessee 
for surrender 
cluding the 


of all rights to the lessor, in- 
right made 


and rentals due under subleases, constitute 


to improvements 


ordinary income, since they “are essentially 


a substitute for rental payments owing the 


lessee-sublessot rom the sublessee 


Nonbusiness Bad Debts 


Since indi- 


vidual are fully deductible as ordinary losses, 


the business bad debts of an 


while nonbusinesss bad debts are treated as 


1 ¥ 


short-term capital losses,” it is not surpris- 
versies in this area continue 
and the Com- 


should be some- 


ing that contr: 


to arise between taxpayers 


and that there 
thing less th 


ot these 


missioner, 
in the resdlution 
courts. The 


is a good ex- 


an uniormity 
differences by the 
Weldon D. Smith 


Smith owned stock in 


case ol 
ample several corpo- 
interest, and real 

He loaned money 


rations, a 


partnership 
which he managed. 


these ventures, or allowed earnings to 
He also partici- 
management of the businesses. 
worth- 
lessness of a loan to one of the corporations. 
\ majority of the Court, six judges 
that, ordinarily, the 
individual, carries on 
the business, but said that 


remain therein at interest. 


1 


pated in the 
He claimed an « 


irdinary loss upon 
‘Tax 
dissenting, recognized 
corporation, not the 

“where a person 
invests in a number of businesses and takes 
) in their over and above 
) aid, it 
ield that he is in the business of investing 


and personally 


ventures. 


management 


yassively giving financial has been 


I 
T 
I 


various 
The Second Circuit, however, 


praised the “able dissent” of Judge Disney, 


participating in 


carefully analyzing the legislative history of 
Section 23 (k) (4) of the Code, as added 
by Section 124 of the Act of 1942, 
and Smith’s 
activities as investor, manager and creditor 


various bt 


Revenue 


this conclusion about 


drew 


isiness enterprises: “Since 


f these activities separately does not 
1 General Artists Corporation, CCH Dec 
17 TC 1517 (1952), aff'd 53-2 ustc { 66,060, 
205 F. (2d) 360 (CA-2), cert. den. October 26, 
1953 
+ 51-1 ustc § 9117, 186 F. 
Cited at footnote 51. 
“” Commissioner v. Starr Brothers, Inc., cited 
at footnote 49 
Rev. Rul. 129, 1953-16 IRB 2. Also cited was 
Hort v. Commissioner, 41-1 ustc § 9354, 313 U. S 
28, holding that a landlord receives ordinary 
income from payments by a tenant upon can- 
cellation of a lease 
> Code Sees. 23(k)(1) and (4). 
7*CCH Dec. 18,453, 17 TC 135 
3-1 UST { 9317, 203 F (2d) 310 
den. October 12, 1953 
17 TC 135, at p. 146 


18,846, 


(2d) 450 (CA-10) 


(1951), 
(CA-2), 


rev'd 
cert. 
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constitute a business, we how 


a combination of them spread over various 


cannot see 


businesses can alter the result. Of 


course, 
if respondent engaged in 
bad 


would be 


were regularly 
lending 
debt resulting 


incurred in his 


money to business enterprises, 


losses therefrom 
business.” 
plied.) Certiorari has 
the Smith 


seems to be 


(Italics sup 


now been denied in 
and the Court 


adhering to a mor 


case, Tax 


itself, 
rigid rule 
that the 
the Tax Court majority in the 
earliet 


The Berwind case™ states rule of 
Smith 
only to the 
where the 


activities in promoting, 


and 


cases “1S 


applicable 


exceptional situations 


taxpayer's 


hinancing, managing 


and making loans to a number of 


corpora 
tions have been regarded as so extensive as 
to constitute a 


tinct trom the 


business and dis 
carried on by the 


(Italics supplied. ) 


separatt 
business 
corporations themselves.” 


Clark Case and Clifford Regulations 


The opinion of the Tax Court in 
5. Clark ® 
problem to the (¢ 


Ruth 
a perplexing 
OmmMissione! He could 


view ot tl lajority that, tor 


obvious presented 


accept the 
reasons not entirely clear, th lifford re 


gu 
lations,” relating to short-term trusts, were 
not applicabl to the 
revoc able, ( haritable 
on December 1, 


ars, but 


income of an 1 
trust created originally 
1941, for a period ot five 
extended on December 1, 1942, 

as to terminate nine years from the date 
of such extension: or he could 


view of the minority, that the effect of 


accept the 


the majority opinion was to declare the 
year clause of the Citfford 
valid.. He 

with rather startling 
that 
able years 
1946, the 


was not 


regulations in 
chose the latter view on appeal, 
consequences. Having 
trust for tax 


prior to 


conceded income ot the 


beginning January 1, 
effective date of the 


taxable to 


regulations, 
settlors, the 
frontally the 
attack upon the regulations 
application of the 
created 


Commis- 


sioner met 


following three 


prongs d 


that the 
trusts 


first, 
regulations to 
pt wT 


to its 


promulgation 


would give them retroactive effect; second, 


that the regulations were void because un 


reasonable and third, 


arbitrary; and they 


203 F. (2d) 310, at p. 312 

“© Charles G Berwind, C 
4 ©. No. 114 (1953) 

**CCH Dec. 18,794, 17 TC 1357 (1952) 

® Regs. 111, Sec. 29.22(a)-21 

*§ 53-1 ustc § 9217, 202 F. (2d) 94 (CA-7) 

* See Surrey and Warren, Income 
Project of the American Law Institute 
nerships, Corporations, Sale of a Corporate 
Business, Trusts and Estates, Foreign Income 
and Foreign Taxpayers,’’ 66 Harvard Law Re- 
view 1161, 1195 (1953): American Bar Associa- 
tion teport of Committee on Taxation of 


980 


CH Dee 19,806. 20 


Tax 
Part- 


December, 


1953 @ 


were unconstitutional as being in violation 
of due process. The 
with the 


Seventh Circuit agreed 
taxpayer on all The 


construed as 


contentions 
could be 
holding that the 
duration of ten years, 


-onceivably 
limited to a 
tor the 


in effect, nullify 


opinion ¢ 


trusts were 
which would, 
only the paragraph of the 


regulations under which 


extension otf an 
existing trust is considered a new transtfet 
or that the invalid when ap 
plied to trusts created prior to promulgation 


of the 


regulation is 


would invalidate 
provision. The court 


considered more im 


regulation, which 


only the effective date 
Ol appe als,” however, 
portant its conclusions that the regulations 
are void because unreasonable and arbitrary, 
that they are also unconstitutional 
Said the court: “Without any alteration in 
the trust indentures and without any change 


in the relation of the 


and 


parties thereto, that 


1944 
This re 


which was not 
and 1945 


markable 


income Of petitioner in 
1946 


transformation results, 


becam«e sucl in 


according 
to the Commissioner, trom the 


discussion . The 


regulation 
under result is so 
unreasonable and unfair as to be shocking.” 
It concluded that the 
conflict Section 22 
adjudicated cases, 


The 


wi uld be 


regulations are 
with (a), and witl 
and violates the Const 


tution 


dictum that « ‘n Congress 


without power to create the con 


clusive presumption 


that the income 
to the 


duration is for 


irom 
is taxable 


that its 


a trust settlor for 


reason 


less than ten years serves as a c: 


rent legislative proposals on the subject.” 


The decision of the government not to ap 


ply for certiorari forecloses the possibility 


of early Supreme Court of 


this 


resolution by the 
critical challenge of the 
Clifford regulations 


not vet 


validity of the 
The Commissioner has 
indicated, however, to what extent, 
inhibited by 


application of the 


it at all, he considers himself 


the Clark case n the 


1 
regulations to other 


Situations 


Compulsory Changes 
in Accounting Method 


During the year, the Commiussionet 


past I 
slight 


} 


has met with success in the courts 


Income of Estates and Trusts,’’ Program of 
1953 Annual Meeting, pp. 71-72 and pp. 82-83 
The report states, at p. 83: ‘‘The 10-year term 
for purely charitable trusts does go beyond 
existing decisional law If it is appropriate to 
permit a shorter term before reversion because 
the income is applied solely to charitable pur- 
poses, then this Committee feels that this is 
a policy decision which only Congress. can 
decide.’’ The Court of Appeals for the Seventh 
Circuit, however, questions whether even Con 
gress can make such a decision 
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that his authority to prescribe 
such method ot 
reflects income 


a taxpayer accounting 
extends to the 


gross income for the 


as clearly 

Inclusion in vear ot 
adjustment items which, under the “proper” 
of accounting, are attributable to 
The Hard\ case, 
Second Circuit, ac- 
corded the Commissioner a fairly free hand 
in adding the imcome 
for the 


method 


prior years decided sev 


eral years ago by the 
opening inventory to 
taxable 


method otf reporting 


first year under the 
With little 
concept, the 
would be 


deduction of 


new 
regard for 
the taxable year 


cluded 


permit the 


court con 
unjustifiable to 
opening 


that it 


inventory 


which has already been deducted from in- 


come in previous years. The Hardy decision 


has been 


explained in later cases in the 


Second,” Third,” and Eighth“ Circuits upon 
that Hardy required to 
ange both his bookkeeping and his method 


reporting, 


ground was 


which precluded deduction of 


opening inventories, whereas, if only the 


income on the tax 


method ot reporting 
r’ eturn required c 


Dave S 1 
pa I 


books 


opening 


and his 
prope rly 


rrection 


and records were kept, 


inventories might be deducted. One 


might have supposed that any distinction 
| | 


based upon equitable considerations, if valid 
at all, would be less lement toward the tax 


who } 


iad recognized the need tor the 


method of busi 
ness, but had failed to apply it for tax pur 


Obviously 


accounting in his 


poses 


ot the 


goaded by the criticism 


Hardy case doubtful dis 


appli ation 


and the 
tinctions which its 


the Sec 


seemed to 
require, 
rule d 


although not without 


md Circuit expressly ove 
z Dwyer," 

that 
income attributable to years prior to the 


Hardy in Commtsstone? 


SOTTIC misLkiving 


year of compulsory adjustment of the method 


| 1 ] 1] ] 
of accounting should be allowed to escape 


é Admitting that the equities might 


taxing the opening inventories, the 


said argument were pre 


we might 
de ference 


But it c 


should be paid to the views of other courts 


William 


re § 9115 


Hardy, Inc l 


82 F 


Commissioner, 36-1 
(2d) 249 (CCA-2) 
“Commissioner UV 
6 F. (2d) 85 (CA-2); Caldwell v. Commissioner, 
53-1 uste § 9218, 202 F. (2d) 112 (CA-2) 
Commissioner 1 Frame, 52-1 wst1 © 9239, 
195 F. (2d) 166 (CA-3) 

‘Commissioner v. Mnookin’s Estate, 50-2 ust 
4 9431, 181 F. (2d) 89 (CA-8): Welp v. U. 8S 
53-1 re © 9167, 201 F. (2d) 128 (CA-8). 

’ Sec Note, 66 Harvard Law Review 187 
(1952), cited in Caldwell v. Commissioner, cited 
at footnote 66 

© 53-1 ust € 9320, 203 F 

David W. Hughes, C( 
TCM 953 


Schuyler, 52-1 ustc § 9285 


(2d) 522 (CA-2) 
‘H Dec. 19,854(M), 12 


(1953) 


Sixth Annual Federal Tax Conference 


The reluctance of the Second Circuit has 
been exceeded only by the Tax Court, and the 
Commissioner. In a memorandum opinion 
entered in August,” 


the Dwyer 


which did not mention 
decided in April, opening 
accounts receivable were required to be in- 
cluded in income in the year of adjustment, 
since the 


case, 


books had been kept on the cash 
basis and income had been reported on the 
cash basis.” By agreeing to 
Frame and Mnookin 
missioner has 


follow the 
decisions, the 
that, if only 
a change in method of reporting is required, 
he will not 


Com- 
now conceded 
attempt to tax in the 
items ot 


year of! 
income attributable to 
years.” It has also 


correction 
prior been announced 
that certiorari will not be requested in the 
Dwyer case. If the taxpayer should appeal 
the decision of the Tax Court in David W 
Hughes," the Fifth Circuit, which earlier ap- 
proved the Hardy will be given 
another opportunity to decide whether to ac- 
cept the now-prevailing 


case, 


rule among the 
other circuit courts which have passed upon 
the question. Prediction of an early end to 
the Hardy-Dwyer-Welp dilemma, therefore, 
may be premature. Still 


is whether a_ taxpayer 


another problem 
who voluntarily 
correct accounting 


method of 


changes to the 
to the 


methed or 


prope! should 


reporting 
be in a less favorable position than a tax 


payer who makes such 


corrections undet 


compulsion.” 


Carry-Overs and Carry-Backs 
in Corporate Reorganizations 


courts have actively to 


Stanton Brewery ™ proble m 


continued 


rle with the 
a corporation from or 
is entitled to the 


merged 


resulting 
continuing atter a merger 


carry-over credits of its 


compo 
Tax Court in California Casket 
Company® and E & J Gallo Winery™ has 
refused to follow the decision of the Second 
Circuit carry-over to the 
corporation \ 


nents, The 


allowing such a 


resultant 


recent district 


2 In Hayes M. Booker, CCH Dec. 19,642(M), 
12 TCM 496, decided May 5, 1953, involving a 
change in reporting only, the Tax Court noted 
that the Hardy case, cited at footnote 65, had 
been expressly overruled by the Dwyer 
cited at footnote 70. 

1953-14 IRB 1, 
™ Cited at footnote 71 
Carver wv. Commissioner, 49-1 ust 
173 F. (2d) 29 (CA-6). 

% See dissenting opinion in Robert G. Frame, 
CCH Dec. 18,160, 16 TC 600 (1951), at p. 604 

™ Stanton Brewery, Inc. v. Commissioner, 49-2 
ustec § 5941, 176 F. (2d) 573 (CA-2) 

* CCH Dec. 19,243, 19 TC 32 (1952) 

*CCH Dec. 19,590(M), 12 TCM 414 (1953) 


981 


case, 


§ 9191, 





court decision in Moldit, Inc. 7 
however, seems not only to follow Stanton 
Brewery, but to expand it. The facts are 
these: On De 1948, there 
a merger of three corporations—component 
corporation A, with a 
August 31, « 
porting on a 


Jare CRI ™ 


ember 31, was 


fiscal year ending 
omponent cor 

and t 
with a 


year basis, 
Moldit, Inc 

ending May 31 Phe 

corporation had a net 


the taxable 


calendar 
surviving corporation, 
fiscal year surviving 
operating loss for 
year ending May 31, 1949, which 
to the 1947 and 
corpora- 
tion B on the calendar-year basis and to the 
taxable year of component corporation A 
August 31, 1948, and to A’s short 
taxable vear between that date and Decem- 
ber 31, 1948, the date of the Argu- 
ing that Stanton Brewery wrongly 
decided and that it with the de 
cision of the Supreme Court in New Colonial 
Ice Company v. Helvertng,.” the 
also sought 


it sought to carry back 


1948 taxable years of component 


ending 


merger 
was 
conflicted 


government 
Stanton Brewery 
first, that 


to distinguish 


on two other grounds a decision in 


favor of the taxpayer would 
incurred by the continuing corporation for 
a portion ol the fiscal year prior to the date 


of merger to be offset against income of the 


permit a loss 


component corporations prior to the merger; 


second, that the 1948 taxable years of the 


component corporations to which the carry- 
back would be 
taxable years” 


taken were not “preceding 


because they were overlap- 
ping and parallel to the 
Moldit, Inc., beginning June 1, 1948, and 
ending May 31, 1949." Nevertheless, the 
district court c¢ ncluded that the 


corporation was en 


fiscal year of 


surviving 
based 
operating 
1949, 
taxable ve: of the 
What- 
authority 
obviously a 
the Stanton Brewery 


itled refunds 


? 
{ 
1 
carry-back 


upon the 


P 1 > 
loss tor the fiscal vear i! V iy 31, 


to the 1947 and 1948 
submerged component corporations 
ever the reasoning, although no 
cited, the Moldit case is 


very liberal application of 


was 


doctrine 


Patronage Refunds 


By the enactment of 


Section 314 
Revenue Act of 1951, C I 


ress t 

® 53-2 uste § 9551 (DC Ill.) 

$1 1292, 292 U. S. 435 (1934) 

® Memorandum brief for defendant, No. 51 
C 1833, District Court of the United States 
for the Northern District of Illinois, Eastern 
Division 

%S. Rep. No. 781, 82d Cong., 1st Sess., p. 21 
“As a result of this action, all earnings or net 
margins of cooperatives will be taxable either 
to the cooperative, its patrons or its stock- 
holders with the exception of amounts which 
are paid or allocated to patrons on the basis 


982 


1 ust 


December, 


1953 @ 


was providing for taxation of current earn 
ings of cooperatives either to the cooperative, 
its stockholders or its members.” This pretty 
pattern, which has since been developed further 
by addition of a new section to the regulations ™ 
spelling out the extent of taxability 

age refunds, has now been marred by 

Court. In B. A 

dends in the form « 

bearing no interest and retir 

discretion of the directors 
found by the T: 


no fair market 


tive, were 
value and 
of cooperative members 
The Tax Court rejec 
cooperative member has 
ceived or has assigned 
cooperative to retain the 

sented by the revolving 

Apparently aware of the 

cision upon the regulations 

standing of Congress as to 

dividends 

the cooperative, the court 
may be the 


cannot 


yncash patronagt 
issuance by 
“W hatever 


ency, it 


said 
virtues Of consist 
‘J he 


rent en- 


always be attained 


cooperative and its patrons are diffe 
and we do not think it necessarily 
follows that 
come ot the 


becomes income 


tities 
what is excludable from the in- 
cooperative automatically 


to the member 


Legal Fees and Forums 


It the ( oughilin case 
reversed the Tax 


’ the el 


Court’s deci 
lawyer attending 


Institute of New \ { 


nondeductible capital expendi 


expenses Of a 
Annual Tax 
versity were 
tures, ° 

the 


1 summer scl 


the 
a firm engaged 
to him to keep 
} 


ve 


ypments 
reflection ups 


the institt 


t ite, 
if knowl dae 


considere¢ 


of purchases of personal, rather than business 
expense items. With this exception, funds whict 
are allocated to the accounts of patrons, or paid 
in cash or merchandise, are taxable to them 
“* Regs. 111, Sec. 29.22(a)-23, added by T. D 
6014, approved May 29, 1953 
% CCH Dec. 19,739, 20 TC , No. 82 (1953) 
ustc § 9321, 202 F. (2d) 307 (CA-2) 
CCH Dec. 19,034, 18 TC 528 (1952) 
8 Hill v. Commissioner, 50-1 ust " 9310 


F.. (2d) 906 (CA-4) 


TAXES —The Tax Magazine 





prives it of the sort of 


such a 
supplied.) 


permanency 


concept embraces. (Italics 


An attorney may be entitled to the benefit 


107 in 
ic ndered |} a law fi i” ¢ iod 
ices rendered by a law firm Over a perio¢ 
of 36 months or 


be ) the 


of Section respect of fees for serv- 


more, even though he was 
partnership for 36 
period in the 


performed,” lawyer 


not a mem 


during the 


months 


which 


services were but a 


vho participated for 13 months as a joint- 
with attorney, 


tour years 


venturer in a casé another 


toget] 


spent ner more 


than 
denied the bene 
Section 107 for his share of the 


A lawyer or an 


ne a client with 


+] 
Cz > was recently 


accountant 


ax consequences Ot the 
n certain situations, in 
the Tax Court *® 
lat it 1S 
which 

full as 


entire 


Varshall, 51- ‘ 
g CCH Dec. 17,456, 
1951-2 CB 3): Commis- 
{ 9181, 187 F. (2d) 


Commissioner 1 
F. (2d) 6 


TC 90 


74 (CA-3), aff’g 
(1950) 


Nielson, 51 usT< 


SIONnMET | 
233 (CA-9) 
Van Hook v. U. 8., 53-1 ustc 7 9389, 
(2d) 25 (CA-7), cert. den. October 12, 1953. 
Midco Oil Corporation, CCH Dec. 19,729, 20 
rc No. 79 (1953) 


204 F. 


Sixth Annual Federal Tax Conference 


may be prepared to comply with whatever 
rule is considered currently applicable. 
Since services of attorneys and account- 
ants, rendered in connection with the liqui- 
dation of a corporation, are deductible as a 
business expense, while expenses of a re- 
organization capitalized, it was, 
perhaps, appropriate that the deductibility 
of fees of attorneys and accountants should 
have 


must be 


. g 
become the issue in the Arcade case 
by which the efforts to 
avoid a nontaxable reorganization was tested 


success of their 


In that case, the 
countant had carefully prepared 
minimize 


lawyers and a tax 
“a plan to 
Federal taxes and provide for a 
larger share of the 
its stockholders” 
nized as justifiable, if not exemplary. 
the plan, corporation 


ac- 


company’s earnings fot 
a purpose generally recog- 
Under 
dissolved 


A was and 


its assets trustees for dis 
stockholders ot \ 
in such manner as they should direct. The 
former stockholders 


trustees 


vested in two 


position to the former 
gave directions in 
that the 
transferred t -orporation B, to be 
B’s 
transferred 
had been 
company in the 
old company 
challenged the claim of 
the the 


tax act 


assets be 
there 
stock 
the 


writing to the 
alter in return tor 
Chere: trustees 

stock of B the 


Stor k l at he 


persons who 


old 
Same proportion as in the 
The 
corpora 


law vel 


Ommissio1 
tion \ 

3 and the 
and 


ground 


that tees paid to 


ountant were ordi 
nary necessaf&y 


that the 


business expenses, on 


entire transaction con 


112 


that 


nn within Section 
Corroborating 
well 


in deciding 


untant deserved 
appeals 
stressed 


old 


rat} 
ation, 


~harter of the 


ndered 


and the corpora 


new corpota 


id this was a 
wnership; (2) 
transier by 


issets to the 


new 


rmer stockholders 


he new stock 


ntractual obliga 
assets 


Mills Estate, Inc. wv. 
7 9525 (CA-2) 
Cited at preceding footnote 
“ Cited at footnote 92 
* UU. 8. v. Arcade Company, 53-1 ust: 
203 F. (2d) 230 (CA-6), cert. den. 
1953. 


Commissioner, 53 


q€ 9298 


October 12 





the new 
ever with 
or the 
neither 


corporation had no rights what- 
respect to the old 
former stockholders 
the old the new corporation 
adopted a plan of reorganization; (6) the 
regulations prescribe that, in order to ex- 
clude not intended to be in- 
cluded, the specifications.of the reorganization 
provisions of the law be precise, and both 
the terms of their 
underlying assumptions and purposes must 
be satisfied 


corporation 
thereof; (5) 
nor 


transactions 


the specifications and 


Despite the obvious opportun- 
ity to add to the Gregory line of cases, the 
Supreme Court on October 12, 1953, denied 


the petition of the government for certiorari 


Corporate Distributions 


The Tax Court 
attempt of the 
dividend the 


has firmly rejected the 
Commissioner to tax 

fair market value of 

tribution in kind of appreciated property even 
though such value exceeds the earnings or 
profits o1 the corporation e 
that 


adjusted 


The argument was 
»xceeded the cost or 
listributed 
Therefore, the distribution was 
profits” under 
Code and backed by 
extent” of 
tion 15 (b). Thus, established as a “dividend” 
under Section 115 (a) (b), 
115 (j) was relied tax the dis 
tribution in value 
In the alternative, it 

fair market value 
by earnings o1 

the shareholders as 
Section 22 (a) The 
thought this only a 

of an old problem already 
Supreme ( the 


earnings or pronts 


basis of the property 
“out otf earn- 
115 (a) of the 


earnings or profits “to the 


ings or Section 


cost ofr 


adjusted basis under Sec 


and Section 


upon to 
kind at its 


fair marke 


the 


t 
urged that 


Was 


to the extent covered 


not 


prohts must be taxed to 


“other income” undet 
Tax Court, however, 
“new and unique” form 
decided by the 
titties 
reterred to the decision of 
the Wakefield case” 
distributed in kind 
purchased earnings 
full taxable as 


a dividend without regard to the amount ot 


‘ourt in General l 
case.” The court 
the Sixth ( 
that, if 
originally 
profits, the 


ircuit in 
property Was 
out of and 
market value is 
Statutory 
of the 
resulting in confusion, and stated its 


the 


earnings or profits at the time 


distribution as a “divergent theory” 


under 


standing of follows 


correct rule as 
* Estate of Ida 8S 
19 TC 1082 (1953) 
* General Utilities 
Helvering, 36-1 ust 


Godley, CCH Dec. 19,525 


ew, 
Operating Company Vv 
§ 9012, 296 U. S. 200 

*% Commissioner v. Wakefield, 43-2 ust 
139 F.. (2d) 280 (CCA-6) 

”C. P. Chamberlin, 
164 (1952) 

1” BHdwin L. Wiegand, CCH Dec. 17,462, 14 
TC 136 (1950), rev'd, Tourtelot v. Commissioner, 


984 


{| 9682, 


CCH Dec. 18,935, 18 TC 


December, 


1953 @ 


“{A] 


tion 18 


distribution in 
out ot! its 
therefore a 


kind by a corpora 
earnings or profits and 
when the 
(without increase as a result of appreciation 
in value the property dis 
tributed) are sufficient in amount to cover a 
charge -equal to the 
the distribution. To 
earnings or profits are insufficient fot 
the stockholders 
distribution in 


dividend earnings 


over cost ot 


fair market value of 


the extent that the 


this 


purpose have received a 


excess of earnings o! profits 


and the amount of this excess is applied 
reduce the 


distributors 


basis at which the sharehol 


hold 


over basis is taxable to them as a 


their stock and 


under the provisions of section 115 (d).” 


The Commissioner now 
view of the 


testit 
Tax 
Second and Third Circuits 


appeals 
Stock dividends have continued 
vexatious problem fo | [: 
vell might be expected in view 
way split among the judges in tl 
in ™ Wiegand 


m”” and cases It 


Schuutt,” the distribution 


acquired by a corpo 


quickly withdraw 

result attained by viewing the 
tributing the specific shares 
of the 
efforts 


treasury 


picture,” including 
of the 
stock 


and art 


stockholders to ac quit 


. ‘ 
directly from the former 


ownel 


angements made tempo 


surrender by minority stockholders 
permit the dividend of 
to the taxpayers 
Neverthe less, the second opinion ot! the 

“At the time < 
tribution there was no conversion of surplus 
into capital stock,” 
particularly relevant to a determinatior 
ability 
quisition 


treasury stock to be made 


( ourt 


stresses that 


a factor that would not seem 
on the basis of the over-al 
and distribution of the 


In John A 


owned 72 pet 


Vesser, \r 


cent of the common 


and 16 per cent ot the pi 


| eterred stock 


a corporation prior to issuance of a special 
51-1 ustc § 9319, 189 F. (2d) 167 (CA-7) and 
Wiegand v. Commissioner, 52-1 ustc { 9199, 194 
F’. (2d) 479 (CA-3). 

™ CCH Dec. 19,663, 20 TC , No. 44 (1953) 
superseding an opinion earlier promulgated as 
CCH Dec. 19,500, 19 TC , No. 114 

2 1 ustc § 32, 252 U. S. 189 (1920) 

18 See 53-5 CCH Standard Federal Tax Reports 
{ 8608 

* CCH Dec 


19,627, 20 TC —, No. 31 (1953) 


TAXES —The Tax Magazine 





dividend to preferred shareholders of pre- 
ferred stock which had been acquired by 
the corporation earlier in the same month 
for cash and accounts re- 
None of the stockholders owned 
percentage ol 
and the percentage of 
ownership of preferred stock was increased 
from 16 to 22 per cent by the distribution 
The Tax Court found it unnecessary to 
determine whether to follow the Wiegand 
and Tourtelot*” decisions of the 


cancellation of 
ceivable. 
the same 


common as pre- 


ferred, taxpayer's 


Third and 
crucially im- 
that “the 
respective 
after 
dividends as 
Court did not 


decision, however, solely upon the change in 


Seventh Circuits, since the 


portant fact in those cases was 


percentage ownership in_ the 
stock remained the 


the distribution of the 


} P 
ciasses oft Same 


stock 


betrore 


The Tax rest its 


percentage 
holders It 
that the 


quired for 


interest among preferred stock- 
added _ the 


distributed 


additional ground 


had 
cash and cancellation of accounts 
ivable for the purpose of 


shares been ac 


rece 


distributing 
t] 


them as a stock dividend, and the effect 


1e transaction was the same as if the casl 


and accounts receivable had been distributed 
{ 


directly The 


. 11 t 
court 


concluded “The end 
would be the 
porate earnings in such manner as 


taxable 


result in either case distribu 


tion of cor 


constitute a dividend,” 


108 


and Schmitt’ cases afford 


that the Tax Court has 


of the strictest scrutiny 


of dividends of treasury stock, and will take 


account not only the general rules 


taxability of a stock divi 


under which 


circumstances 


stock is acquired as well 


} 


has been de scribe d asa “tremendous 


for ie Commissioner in the 


10 


lin bail-out case in the Tax Court 


been transformed to complete and 


Sixth Circuit.™ In this 
surplus and 
into negotiations with 


and two 


utter defeat in the 

i ration with large 
id assets entered 
stockholders 


insurance com- 


vith a view toward issuance of a 
ata dividend in preferred stock on the 
anding common, and almost immediate 
sale of such preferred stock to the insurance 
company. The « 


| surtax 


orporation wished to avoid 
102. The 


derive 


t 


he penalty under Section 


cash 


capital 


} ‘ . 
stockholders were anxious to 


benefits fro orporate earnings at 
Cited at footnote 100 

* Cited at footnote 100 
Cited at footnote 104 

% Cited at footnote 101 

” Arent ‘Highlight 
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p. 958, at p. 965 


Magazine, December, 
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Developments of the 


gain rates. And the insurance companies de- 
sired an investment that afforded the degree 
of protection usually found in a first lien 
bond issue. The preferred stockholders were 
entitled to cumulative cash dividends. The 
stock subject to redemption at par 
plus specified premiums and accrued divi- 
dends, and was subject to mandatory re- 
tirement period until 
fully retired. Limitations were imposed upon 
certain corporate actions, including borrow- 
ing, and declaration of dividends on common 
stocks, as long as any of the preferred 
stock remained outstanding. The stock- 
holders and directors of the corporation took 
the necessary action to put the plan into effect 
only after the companies signified 
willingness to purchase the preferred 


was 


over an eight-year 


insurance 
stock. 


The Commissioner determined that the pre 
ferred stock constituted a dividend taxable 
as ordinary income in the amount received 
upon sale of the shares, less selling ex 
The Tax Court sustained the Com- 
missioner, but acknowledged that “it might 
be said that as a matter of form the stock 
dividend constituted one which 
the Sprouse and Strassburger ee ee 
was the view of the Tax Court, however, 
that the issue whether the preferred stock 
dividend 


Irom a 


penses. 


fell within 


cases. 


was income “must be determined 
consideration of all the and 
circumstances issuance of 
such dividend and nat by a consideration 
limited to the 


declared as a dividend.’ 


facts 
surrounding the 


characteristics of the 
* 118 


stock 
Factors of sig- 
nificance to the Tax Court in deciding that 
the preferred 

equivalent of a 
out of 


dividend 
dividend 


earnings” 


stock “the 


distribution 


was 
cash 


available were 


(1) The purpose of the issuance of 
the preferred shares was to place them con 
currently in the hands of 
stockholders, thereby 


real 
others not then 
substantially altering 
the common stockholders’ pre-existing pro- 
portionate interests, and, thereby, creating 
an entirely new relationship among all the 
stockholders and the corporation 

(2) The new preferred stock was to be re- 
deemed out of 
comparatively 


the corporation’s assets in a 
short period of time, and was 
“not a true stock dividend made in good faith.” 


(3) The stock dividends were not in good 
faith for any bona-fide corporate business 
purpose 


1° See footnote 99 
11 Chamberlin wv 
{ 9576 (CA-6) 
11218 TC 164, : 
18 TC 164, 


Commissioner, 53-2 ustc 





(4) The most important purpose of the 
issuance of the preferred stock was to en- 
able the common stockholders to derive 
cash in hand almost simultaneously. Judge 
Opper, in a concurring opinion,” thought 
“se “4 chronological ac- 
limited to its precise facts 
and, in language suggesting a desire to over- 
rule Eisner v. Macomber, stated that “not 
the fact but the possibility of such a sale 
as took place here is what made this divi- 
dend taxable.” Only Judge Arundell dis- 
the intent, if [ 
at the time of the receipt, 


the Strassburger case 
cident” to be 


sented. In his 
the stockholder, 
as to the disposition that he will make of 
dividend cannot the 
of the distribution, which depends “upon the 
intent and action of the corporation.” ™ 


view, any, ot 


his change character 


The court of appeals held that “the 
effect of the dividend with respect to rig 
the 
what the 


its receipt.” 


in the corporate assets is determined at 
time of its distribution, not by 
stockholders do alter 
Consequently, the that 


companies 


with it 


fact immediate sale 


to the insurances altered the com 


] 


mon stockholders’ pre-existing proportional 


interests in the net assets of the corporation 


was not controlling. Fragmentizing the 


clusion th : Court that 


con 
“ ViIewe d in 
all its ; Wi a distribution of 


distribution of stock, 


appeals c follows 


mme nted, as 


Phe 


business purpose 


presence oO absence of any cor- 


porate does not determine 


the taxabilit ol i dividend 


‘ 
STOCK 


> 
} 


be 


charac 

dey endent 

taxpayer before sale 
(3) While the 


from the insurance 


taxpayer received 
companies, 
“distribution” by the 


the dividend 


(4) 


tion, 


corporatio1 


required by Section 


Despite the 
the pre ferred 


provisions for redemp 
issue ol 


stock 
} 


as well as in form, which 


was an 
stock in substance 
the insurance companies bo as approved 
the Court to now tell 
them that they have been holding a sham 


would be most 


investments, and “for 


issue of stock 


startling 
and disturbing news.” 


4418 TC 164, at p. 179. 

5 Strassburger v. Commissioner, 
{ 9363, 318 U. S. 604. 

16 Cited at footnote 102 

m7 18 TC 164, at p. 181 

18 Code Sec. 115 (g) 


43-1 
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While 


tax avoidance, 


(5) the the show 
“and it is so conceded by the 
petitioner,” they 


transactions, no 


tacts of case 
series of legal 
which is fictitious of 
so lacking in substance as to be anything 
different from what it purports to be. 


show a 
one of 


also 


The court of appeals noted that Congress 
has excluded 
tions respecting stock dividends from capt 
tal classification,™ but stated that the present 
is not the 
“Tf the profit from 
the one involved is 
taxed at the same ordinary 
should be 


not court 


specifically certain transac 


within exclusion 
The opinion concludes: 
a transaction like 
to be 


income, it 


transaction 1S 


here 
rate as 
done by appropriat 


legislation, decision.’ 


Substitution of Debentures 
for Preferred Stock 


The announcement that certiorari has not 


been authorized in the Penfield case” should 


not be interpreted as acceptance by the In 


ternal Service of the 


Revenuc 
that substitution 


the 
| 


bonds for preferred stock 


recognized.” 
ial 
al 


tax-Iree 


In this case, 7 
. 
$100-par-value 


exchanged for an 


pet 

ative preferred 

equivalent fa 

it five-year debenture 
rae 


appeals, 
district cou 

mitted that “Th 1 ) ho cases that 
a judge same d 
1 decided that 


effect” of the 


through whicl 
“both the 


were 


purpose 
not th 
“all that 


of natural and proper ste] 


lange 


dend, but occurred 


business purposes s uoht tr 
did 


of the former preferred stockholders 


which 


not add anything 


19 Davis v. Penfield, 53-2 ustc § 9493 (CA-5). 
aff’g 52-1 uste { 9320, 105 F. Supp. 292 (DC Ala.) 

20 Personal inquiry discloses that the case is 
not being followed by the Internal Revenue 
Service 

1 Bazley v 
missioner, 47-1 


Commissioner and Adams 1 


ustc J 9288, 331 U. S. 737 


TAXES—The Tax Magazine 


Com- 





income at 

The court 

the facts approaching an 
le” 


1 
} 


hicle” for conveyi 


ability to realize 


as tne 


al gain rates was concerned. 


he stockholders, and 
any scheme on the part 

oO misuse or misap- 
ranization 


provisions 


time of the exchange of debentures 
some stockholders held the 

preferred and common, but 
held 


rtionate 


same 


holders common and pre 
amounts and some 
only preferred. In 
reached 
“usy Seide 7 the Com- 

it distribution of 
redemption and cancellation 
rred stock was essentially equivalent 
idend only in common 
] le rs who also he ld preterre d stock, 


who held 


taxable capital gain 


Tax Court 


ntures in 
Te spect ot 


hat those only preferred 
The 
“the exchange of 
the preferred did not even 


resemble a pro 


re alize d a 


C urt 


stressed that 

bentures for 
remotely distribution 
the common stockholders,” that the 
bentures were not readily marketable and 


a “business purpose” 


rata 


among 


existed since one 
the reasons for the elimination of the pre- 
ferred stock was to wipe out the accumulated 

rearages in unpaid dividends, even though 
other reasons included the state 
and obtaining the deduction 
interest on the 


reduction in 


Irancnise taxes 


debentures for federal 
Neither the Tax 
Fifth Ciret was willing to 
that the 
l 


purposes 


saving of corpo- 


a valid business purpose 


Privileged Communications 


Falsone case,™ in which petition for 
yber 26, 1953, holds 


nmunications made by a taxpayer to 


ari was denied Oct: 


ountant are not privi- 
immons issued under Section 
Code, to appear and testify 
nal revenue and to 
1 records bearing upon the 


a cient 


agent 


books an 


lity of The claim of privi- 


ge made by the accountant on behalf of 


his client against compliance with a summons 


1 ¢ 


rested on two grounds: (1) that a 


ssued 


2 CCH Dec. 19,026, 18 TC 502 (1952). 

2 Falsone v. U. 8., 53-2 ustc § 9467 (CA-5), 
cert. applied for August 17, 1953 

‘Rule 26 of the Federal Rules of Criminal 
Procedure provides, in part: ‘‘The admissibility 
of evidence and the competency and privileges 
of witnesses shall be governed, except when an 


act of Congress or these rules otherwise provide, 
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ss 


. the purpose of taxing income is 
to raise revenue, not to reform 


” 


men’s moral characters ....— 
Commissioner v. Pacific Mills, 
53-2 USTC J 9567. 


Florida statute extending privilege to com- 
munications between a public accountant or 
certified public accountant and his client was 
applicable to testimony before an internal 
revenue agent and (2) that the regulations 
governing the admission of attorneys and 
agents to practice before the Treasury De- 
partment grant to enrolled agents the same 
rights, privileges as enrolled 


powers and 


attorneys. 
The 


cause it 


court rejected the first ground be- 
thought the Federal Rules of Civil 
Procedure, under which the competency 


and privilege of witnesses is governed by 


state laws, should not apply to inquiries of 
fact determinable by federal administrative 
officers, especially since the power granted 
to the Commissioner under Section 3614 is 
“inquisitorial in character and is similar to 
the power vested in federal grand juries.” 
With regard to the claim that the regulations 
grant to an enrolled agent the same privi 
leges as an enrolled attorney, the court ob 
served that there is no specific provision that 
a client’s enrolled 
agent are privileged. The court added—and 
this is the part of the opinion which may 
be troublesome to lawyers: “If however, the 
rules and regulations could be construed as 
so providing, then, it seems to us that they 
would be in conflict with the statute, 26 
U. S. C. A. 3614(a), and that the statute 
must prevail.” 


communications to an 


The point is, if Section 3614(a) would 
nullify a privilege resting upon departmental 
regulation, might it not also be construed 
to overcome the privilege of communications 
to an attorney on tax matters derived from 


the common law? ™ 


Sales of Stock to ‘‘Sister’’ Corporations 


During the consideration of the 1950 reve 
nue biil, the House Committee on Ways and 
Means decided that the proposed amend- 
ment of Section 115(g) of the Code to over 
rule the Wanamaker decision™ should be 


by the principles of the common law as they 
may be interpreted by the Courts of the United 
States in the light of reason and experience.’’ 
18 USCA, Rule 26 

25 Commissioner 1 Trustees Common Stock, 
John Wanamaker, Philadelphia, 49-2 ustc 9 9486, 
178 F. (2d) 10 (CA-3) 
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applied not only to indirect redemption of 
shares in a parent corporation through pur- 
chases of the parent’s stock by its 
also to “brother and 
cases in which both the issuing corporation 
and the acquiring corporation are controlled, 
directly or indirectly, by the same interests.” 
The Senate Committee on Finance 
nized that the Wanamaker cas¢ 


sub- 


sidiaries, but sister” 


recog- 
had revealed 
a loophole, but deleted the provision extend 
ing the 115(g¢) to 
cases in which both the issuing corporation 


application of Section 


and the acquiring corporation are controlled, 
directly or indirectly, by the same interests, 
on the ground that, in the case of the so- 
called brother and 
is not clear that the effect is the 
redemption of stock by the issuing corpora 
tion.” ™ In Emma Cramer,™ the 
following the 


sister corporations, “‘it 


Same as a 


Tax Court, 
held that 
amounts received by the stockholders upon 
the sale of their 


Wanamaker case, 


shares in three corporations 
to a fourth corporation, in all of which they 
held approximately the same percentage of 
interests, was not taxable as a dividend. The 
effort of the 


Commissioner to distinguish 


ground that 
Cramer resulted in a distribution by the ac 
quiring 


the Wanamaker case on the 


corporation to “its shareholders” 
another 
the Tax Court upheld capital gain treatment 
upon the sale by a partnership of 


proved unavailing. In recent case, 
property 
to a corporation wholly owned by members 
of the partnership,” thus indicating that, 
despite the Wanamaker amendment, the sal 
of appreciated property to a controlled cor 
poration still offers fruitful opportunities 
to withdraw available cash from the corpor 


ation at capital gain rates 


Settlements of Price Ceiling Violations 


While “the taxing 
to raise revenue, not to reform men’s moral 
characters,” ™” 


purpose of income is 


the Supreme Court has re- 
cognized that tax administrators and judges 
have “narrowed the 


generally accepted 


meaning of the language used in section 


23(a) in that tax deduction 
quences might not frustrate sharply defined 


order conse- 


national or state policies proscribing parti- 
cular types of conduct.”™ Whether the 


26 H. Rep. No. 2319, 8ist Cong., 2d Sess., p. 53 


27S. Rep. No. 2375, 8ist Cong., 2d Sess., p. 43. 

28 CCH Dec. 19,747, 20 TC —, No. 96 (1953) 

1% George J. Staab, CCH Dec. 19,815, 20 TC 

. No. 119 (1953). 

1% Commissioner v. Pacific 
{ 9567 (CA-1), aff'g CCH Dec 
(1951). 


Mills, 53-2 ust 
18,594, 17 TC 705 
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allowance as an ordinary and necessary 
business expense of 
Office of Price 
of liability for 


amounts paid to the 
Administration in settlement 
violation of ceiling prices 
would frustrate the sharply defined policies 


of the World War II price control law is 


essentially a question of fact.” If the 


ovel 


charges were innocently and unintentionally 
made and not made through an unreasonabk 
lack of amount of the 
is deductible But the burden 
on the taxpayer, and he may not deduct the 
amount of 


care, the settlement 


or prool! is 


settlement if the 
were made willfully or 


overcharge 5 
as the result of failure 
to take proper precautions.™ In distinguish 
ing between “innocent” and “culpable” price 
control violations for tax purposes, the 
courts have noted that the Emergency Price 
Control Act of 1942, as amended by 

Stabilization Act of 1944, drew 


limiting to the 


such a dis 
tinction in amount Of ove! 
charges tor the preceding year the 
of violators could 


was neither 


liability 
prove that 
willful nor the 
to take practicable 
violators offer such proof 
were subject to payments of up to three times 
this amount (National Brass Works, Inc 

Commisstoner ™). The courts have not been 


willing, however, to permit the 


who 


their 
violation result 


of failure 
while 


precautions, 
unable to 


amount of 


settlement accepted by the price control 
authorities to become the conclusive 
for tax purposes. In the National Brass 
Works case, the Tax Court’s 
an overcharge was made “ 


ately, 


tactor 


finding that 
purposely 
and knowingly” and upon the advi 

Ninth Cit 

OPA 
amount of the 
“The 
proviso prohibiting treble damages in speci 
fied undoubtedly entitled 
to consideration as a possible guide by whicl 
the Administrator 


A deli eT 
of counsel was sustained by the 
cuit though the amount of the 


was exactly the 


even 
settlement 
overcharge. The court of appeals said: 


circumstances is 


was motivated; howeve 
In Pacific Mills.” 


amount of settlement 


it is not conclusive.” 
though the 


excess oft 


cvel 
was 1n 
overcharges for the 
year, and the OPA regional attorney during 
the course of the 


preceding 


settlement negotiations 


that the 
all practicable precautions to 
comply, the First Circuit rejected the con 


l 


had expressed the view 


taxpayer 
had not taken 


tention of the Commissioner that these t 


ts 


131 Commissioner v. 
320 U. S. 467, at p. 473 

182 George Schaefer & Sons, CCH Dee 19.563(M). 
12 TCM 366 (1953), citing authorities 

133 Commissioner v. Pacific Mills, cited at foot- 
note 130. 

1% National Brass 
sioner, 53-1 ustc § 9435, 205 F. (2d) 104 (CA-9) 
aff'g CCH Dec. 18,278, 16 TC 1051 (1951) 

1% Cited at footnote 130 
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Heininger, 44-1 ustc § 9109, 


Works, Inc. v 


Commis- 





were conclusive, in view of the findings of 
the Tax Court that the amount of settlement 
was carefully calculated to reflect only the 
actual overcharges over a longer period than 
I and that the 
had computed its price ceilings in 


and 


the preceding year, taxpayet 


good faith 


nabl care 


with the exercise of reas 


Commissioner has a much easier rol 
termining the deductibility of amounts 
aid in settlement of violations under 
provisions of the Pro 


Act of 


ict empowers the 


price 
mparable Defenss 
109(d) of 


President to presc ibe 


uction 1950. Section 


which any payment made in settl 
“shall bi 


departments 


liability tor overcharges 
the executive 


nmental agencies in deter 


ir expenses” of any person for 


r law or regulation 


rewith, General Disallowance 


ovember 3, 1952, prescribes 


the disallowance of payments made 


of habilities for violation of 


provides that no such 


disregarded 


and 


if notin 


excess 


hability 


\ 
Vationa 


ge upon which such 


he taxpayer in the 
uld not have 


V10 


bec n disallowed 
1 


ation occurret 


Act of 1950. 


settlement may 
overcharge, the 
a portion ot the 
to willfullness or 


1 
recautions, then 


disre 
still 


payments in 


14 
would permut 
excess 
violation was not trace 


ot practic able 


‘commissioner is in the 
position under the Dis 
unable to 


being accept 


price entorcement 
ly payment in settle 


lation under the Defense Produ 


1950 which should be disregarded 
W hethe1 a 


successfully 


tion 


tor tax purposes taxpayer Can, 
challenge the 
cle ter 


still another chapter 


er 
nevertheiess, 


validity for tax purposes of such a 


mination become 


in the 


may 


quest for morality through taxation. 


% Cited at footnote 134 
952 


7 See I, T. 4105, 1952-2 CB 93-95. 
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Wagering Taxes 


Although probably of only limited inter 
est to lawyers and accountants engaged in 
tax practice, the decision 
Court in the 1952 term 

most widespread public 
Kahriger case,™ upholding 
titutionality of the wagering taxes 
imposed by the Act of 1951.” A 


divided court, with three judges dissenting, 


federal 
of the 
WwW hich 


perhaps 
Supreme 

aroused the 
attention was the 
the cons 


Revenue 


and Mr. Justice Jackson reluctantly concut 
held that the 


in violation of th 


ring, wagering taxes 
Tenth 


in attempt by Congress to 


not 
Amendment as 


are 


business 
powel 
history 


tax a 
which within its 


was not therwise 
de Spite 
that the 


enacting the wag 


o regulate, a legislative 


sug 


resting purpose ol Congress in 


aid 
local laws against 


taxes was to 


enforcement of and 
Nor is the 
tration a denial of the privilege against self 
Fifth 
that a 


merely be 


gambling requirement of regis 
guaranteed by the 
The Court 


excise taxX 18S not 


Incrimination as 
Amendment concluded 
federal invalid 


cause it discourages or deters the activities 


taxed, because the revenue obtained is 


ground that the registra 
tax did not 
already 
decided that there had 


violation of the 


rovisions of tl wagering 


compel the confession of acts com 


mitted, the majority 


been no privilege against 


Black de 
“a squeezing 
Federal 


nto 


self-incrimination Mi 


nounced the 
d 


Justice 
wagering tax as 


evice contrived to 


put a man in 


rison if he refuses to confess himself 


gambling 
held the 

\mend- 
found the 


troublesome 


a state prison as a violator of state 
have 
Fifth 


Frankfurtet 


laws,” and, theretore, would 


tax to be in violation of the 


ment Mtr 
Tenth Amendment 
and asserted that Cons 
the legislation. in the verbal cellophane of a 
While Mr Justice Jack 
difficult to regard as a 


rational or good faith revenue measure “despite 


Justice 
to be most 
ress merely “wrapped 


revenue measur¢ 


son found the taxes 


the deference that is due Congress,” he 


cluded 


manitest 


con 


that the evil of statute might 


soon itself to Congress, but the 
evil of a judicial decision impairing the legiti 
mate taxing power “by extreme constitutional 
Philoso 


relationship between vol 


interpretations” might be permanent 


phizing upon the 
untary tax compliance and democratic self 
that de 


serves quotation, in my opinion, even in a 


government, he made a statement 


discussion of practical problems of tax prac 


tice. Said Mr. Justice Jackson 


mu, § . Kahriger, USsTt 
S. 22 
1” Code Secs 


53-1 


{€ 9245, 344 


3285-3298 





“The United States has a system of taxa 
tion by That a people so 
numerous, scattered and individualistic 
itself 
burdensome 


contession 


ry} ]s 
annually 


assesses 


with a tax liability, often in 


highly amounts, is a reassuring 
and vitality of our 
system of self-government. What 


me in once 


sign of the stability 
surprised 
trying to help administer these 


laws was not to discover examples of recal 


citrance, fraud or self-serving mistakes in 
reporting, but to discover that such derelic 
tions were so few. It will be a sad day for 


good 


toward their taxing system is frittered away 


the revenues if the will of the people 


in efforts to accomplish by taxation moral 


reforms that cannot be accomplished by 


direct legislation.” [The End] 


Tax Accounting for Repricing 
and Other Reserves 


By HERMAN T. REILING, Assistant Chief Counsel, Internal Revenue Service 


is what I prefer to call 


yi teins ARTICLI 
a lawyer’s effort to discuss the criticism 
that 


proper recognition to generally 


income tax accounting does not give 
recognized 
and-accepted business accounting principles 
and practices respecting reserves for expenses 
and liabilities 
swer to all 
matter o! 


which 


It, however, can not be an an 
still is the 
confusions, 


queries, tor ther« 
dispelling existing 


may legislation to 


require 
proper 


Indeed, because of the 


some 


achieve the result on a_ nation-wide 


basis. many court 
it may be too late to arrive at any 


And 


making a 


decisions, 
general agreement without legislation 
there is the factual problem of 
reasonable prediction of the 
will be covered 
by the this 
problem is primarily one of business judg 
ment to be 
of the 


government 


amount which 
liability 


taxpayer, 


nee de d to meet the 
reserve. For the 


arrived at upon the basis of all 


available information From the 
standpoint, the manner in which 
the reasonableness of a reserve may be 
fied 


may b« 


verti 
necessary adjustments 
administrative 

whether the 
orderly tax 


I, theretore, 


and correcting 


made is an matte 


which may determine reserve 


is feasible for administration 
purposes. shall try not to 
that subject My 


ascertain the legal 


express any opinion on 


purpose is to basis tot 


reserves under the present statute 


Though I speak of a law of income tax 


accounting, I do’ not believe we should try 


990 


December, 


1933. -@ 


The author emphasizes that this 
discussion represents his personal 
views and is not to be interpreted 
in any sense as the official 

opinion of the Treasury Department 
or any unit or bureau thereof. 


to transform accountancy into a bran of 


law. There are 


good reasons for this, Tax 


payers are interested in 
with 


assurance, 


“living in peace” 


their accounting systems. By way of 


that they 
disturbed by tax 
tions, they desire definite rules and specific 


decisions, 


however, will not be 


unreasonably considera- 
instead of being left to trust in 
generalities regarding sound principles 


I think, therefore, that we should 
mine whether the methods of accow 
generally recognized in business acc 
have any basis acceptable in the law 


come taxation. The reason for these met 


inay be mucl than a 


more mere 

They be the results of 

a long period ot development, and, there 

fore, should not be lightly dismissed. We 
know what the reason for 

methods is and whether it 

part in 


accountancy. may 


should these 


has its counter 
taxation. The proper ap 
proach, I submit, is to attempt to gear tax 


accounting to the methods generally recog 


income 


nized and accepted in business accounting 
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And, in 
treatment of any 


considering the soundness of the 


given item, we should as- 
certain whether the treatment may be sup- 
ported by a satisfactory legal theory. 
Fundamentally, the alleged 
between tax 


divergences 


accounting and 


business ac 
counting principles are due to different con- 


cepts of income 


Che accountancy concept 
is that income should be computed by matching 
ie: 


pusmess 


revenues and 
this feasible 
his concept is closely akin to the economic 


theory that 


costs, except, ol 
course, method is not 


where 


income 


means net income as 


sed to e2Toss 


income.” It is not for 


however, in im 


ason 


impracticable, 
taxation, as 1S evidenced by the fact 
t has been employed in other countries,’ 

) mention one example, in England * 
income tax introduced in 
1842 still forms 


system 


was 


the taxing act of 


yt the 


existing 


oUtnel hand, 


raitted upon a 


our federal incom« 
different 
inction is made between in 
gross income, and net in- 
incurred in earning business 
rom gross mcome 


istances, not 1m al 


exception 


income 
Are dis 
prin ipl 


luctible 


ierce ‘The 
he United 
Journal of 


Taxability of Prepay 
States, Canada and Bri 
Accountency (July 1953) 
Edwin R A Seligman, The Income Taz 
The Macmillan Company, 1914), p. 19 

Income Tax Laws of France, printed for use 
of Joint Committee on Internal Revenue Taxa 
tion (1938), United States Government Printing 
Office: German Income Tax Laws, printed for 
use of same committee; and see Canadian in 
come tax, which provides that “‘income”’ shall 
mean annual net profits 

* See footnote 1 

The evolution of 
the Civil War 


this concept 
Income Tax Cf 


began with 
Roy G. and 
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he subtract from his receipts for that year 
the cost of the merchandise which he is 
committed to deliver upon presentation of 
the coupons or stamps issued to his cus- 
The answer is that, in the absence 
of a reserve for that purpose, he will have 
made no provision for the subtraction; the 
part of the attributable to the 
stamps or coupons will be included in full 
in gross income in fixing his tax liability 
for the year; and he will be taxed upon 
amounts which may not constitute income. 
Thus, this consideration alone, if valid, may 
be ample basis for the regulation* which 
permits a taxpayer who issues trading stamps 
or premium coupons to subtract from re- 
ceipts a reasonable estimate of the amount 
needed to redeem 


tomers 


receipts 


such part of the stamps 
or coupons as eventually are presented for 
redemption. 

Call it by 


estimated amount 


whatever name you wish, the 
so subtracted from sales 
is, in substance reserve. It 
constitutes substantial compliance with the 
I that the 


t} 
subtracted 


and effect, a 


neory cost ot goods sold is to be 


from sales in arriving at 


gross 
income. It serves to permit a reasonable 


method 


Tt the 


reporting in the year of issuance 
amps or coupons the income due to 
unredeemed with the 
merchandise which will 
red later in redemption of the 


stamps or coupons redeemed in 


stamps, together 
profit or loss on the 
be delive 
merchan 

If the reserve proves to be based upon 
arbitrary 


estimate, its subtraction 


may 


be dented But if it is excessive, and not 


arbitrarily so, its subtraction may be al 


t 
lowed and an adjustment may be 


made for 


in which the unneeded amount has 


the reserve may be 


deduction as was 


tobacco company 


coupons with sales 


This method respecting the treatment of 


trading stamps illustrates the 


manner in 


serve 1s used in 


matching sales 


Gladys C. Blakely, The Federal 
(Longmans, Green & Company 

® Regs. 111, Sec. 29.22(a)-5 
cumstances, allowances or 
sales price may be offset against the sales to 
Which they Also, costs incurred pur- 
suant to a contract for reimbursement are offset 
against the reimbursements 

* Regs. 111, Sec. 29.42-5 

*U. 8. v. O. J. Morrison Stores of Fairmont, 
(38-2 ustc { 9518), 99 F. (2d) 77 (CCA-4) 

* Creamette Company, CCH Dec. 9934, 37 BTA 
216 (1938). 

%® Brown & 
CCH Dec 


Income T'aa 
1940), p. 5 

Under some cir- 
reductions in the 


relate 


Williamson Tobacco Corporation, 
18,133, 16 TC 432 (1951) 


991 





with the cost of goods sold 


The problem, 


of course, is not confined to trading stamps 


It is a matter of concern respecting any 


item which 


sold or 


d in 


enters into the of goods 


cost 


f P ther ] } 
ior any other reason is pe sup 


arriving gross ll 


xcept 


IcormMNe I: 


business, and 


merchandising 


im tine Case ot manul 


have 


area Vhiere 


and 


direct costs been su acted, 
we encounter an 


there 1s 
Many 


elaborate 


more 


than one concept practice tax 


payers do not maintain cost a 


counting systems and 


all 
11cil possibly 


practice is not 


' ; 
to include goods sold 


items 1 


} 


may be Chen, 


even ; to companies mamta 


systems, there is one school 


accountancy which holds that 


“a A ” | 
direct costing is a sound method Thus, 


except tor direct costs, the cost ot goods 


sold may depend upon the taxpayer’s method 


ot accounting 


subject of 


cost 
subtractions in 
reasons 


ot trading 


} 
ildaS 


Stamps serve 
been 
if any 
tinent 
serves, the ave t} og I n rt reserves 
for which at subtracted 


third, 


in 
the 


Ssigninican 


accounting 


the entire pt 


ounting wit! 


the extent to wl 


nerally recognized 


business accounting 


cepted methods 


Sure a true refiection of income 


business 


upon 


to sore 


f goo 
As a matte 
counting methods 


recognizes 


certaim compli i ot the 

" Oswald Nielson How Direct 
Works Internally and Externally 
Manufacturer 96 Journal of 
(August, 1953), p. 197 
“2 This view is taken 
Rul 141 1953-16 
111, Sec. 29.22(a)-5 
1953-16, IRB p. 3 
and Means 


Sess H 


Costing 
for a Small 
Accountancy 
as to depreciation in 
IRB 5 construing 
as amended by T. D 
ipproved July 6, 1953 

Committee Report, 64th 
922, p. 4, quoted in 


Rev 

Regs 
6028 
“% Ways 


Cong Ist Rep 


992 December, 


The treatment of trading stamps 
shows that the use of a 
reserve has been sanctioned for 


tax purposes. 


it 1913 
Means ( 
on the 1916 bill that 
“to be 
vhich, of course, 


or kable 


Irom Wi S 


1 
Sn no 7 ' ive 
Speaking ] \ , € 


Ways 


report 


require d 


and ommittec tat its 


1 


le yviea 
would 


, , 1 ” 
the tax on the accrual basis 


have made the tax 


unw tain incomes sucl 


salaries 
‘ourt 


conte mplate da 


and 
hand, the Supreme ( 


‘ | 
hat the 


of accountin vhich is equally ut 


in business and especially in businesses whe 


T S are necessary 


ly conflicting views 

it existed | 
: 

acted 

made 


the 


time, was 


provision 


payers who al not on 


thei 


n maint 


promulgated permitting 
purp 


meet 


deduct for tax 


set up to 


regulation cort 


SLD 
up! 


Statute vas taxpay 


+} 


ieir books and make their 1 


to scientific principles, 


arned 


Income ar t 
hie expenses 


tt ibutabl to 


No 


1916 act, has been p! 


regulation, similar 


omu 
bes 
ol 


i Al However, 


the 


inning 


regulations under act 1918, t 
Seidman’s Legislative 
come Tax Laws (New 

™ Maryland Casualty 

q 2, 251 U. S 

6 T. D. 2433, 
€ 


eon, 1 x 


History kederal 
York p. 974 
Company 1 l 

342 (1920) 

quoted in part in U. 8S. v. Ander 
155, 269 U. S (1926), and in 
National Company v. U. 8., 1 ust 
U. S. 99 (1927) 
however, I. T. 1797, 


In 


oT 


1938) 
uUST« 


ST 122 
American 
§ 226, 27 

cx II-2 CB 100 
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cance of taxpayers’ accounting methods has 
and, | 


For example, 


been handled in a broader believe, 


more comprehensive manner. 


years, the regulations have provided 


he method of accounting regularly 


by a taxpayer in keeping his 
7 


learly reflects his income, tt ts to be 


} 


respect to the time as of which 


i 
and deductions are to be 


Also, fo1 


lave pro 


ttems Of gross income 
wccounted for (Italics supplied.) 
period the 


approved 


the same regulations | 
that 


accounting 


vided standard methods of 


ordinarily will be regarded as 


* Because of this 


learly reflecting incom« 


philosophy, whi also appears in. other 


parts of the regulations,” the problem of 


determining whether a given method clearly 
reflects: income may be considerably simpli 


hed i at it may be met by satisfactory 


evidence that the taxpayer's method con 


stitutes a generally recognized and accepte d 


method of 


accounting in his industry 


involving the use 


| 
methods oO} 


Unfortunate ly, cases 


approved standard business a¢ 


counting have not to tl 


been presented ne 


is mannet he usual trial pro 


uce evidence to show 


is an approved stand 


method of accounting in the 
W here this pi 


not 


taxpayer's 


ocedure iS followed, 


court can decide a case upon evi 


dence not in the record, 


1 it has no altet 
except to apply the strict accrual 
method as judicially 


native 


conceived for use where 


1 different method is not shown to be a 
generally recognized 


vhich clearly reflects 


and accepted method 


income 


Obviously, under such circumstances, the 


results which are contrary 


Indeed, in 


court deci 


rts may reach 


ot accountancy 


there are many 


ms which are popularly r¢ garded aS being 


in conflict with sound accounting principles 


n Regs 15 
and has been con 
regulations, including 
one, Regs. 111, Sec. 29.41-1 How 
Regs. 45, a somewhat similar 
contained in Regs. 33 (Revised) 

1916 and 1917 


provision \ originally 
under the 1918 act 


tinued n all 


Art. 22 
subsequent 
the present 


ever, even before 


provision was 


\ 19 


rt 127 


cts 


(par 121), under the 


Regs. 111, Sec. 29.41-2: for the early regula 
tions under the act of 1918, see Regs. 45, Art. 23 
> As to deductions, see Regs. 111, Sec. 29.43-1 
providing the procedure for taking deductions 
other than when ‘‘paid or incurred” or ‘paid 
or accrued Regs. 111, Sec. 29.42-1, permitting 
a taxpayer, not on the casn basis, to report 
items of income other than for the year 
of receipt where to do so is in accordance 
with the approved method of accounting fol- 
lowed by him.”’ See changes made by 
ee cited at footnote 12, to accord with 
business accounting principles and practices 


£ross 


also 


6028 
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The 


may 


the 


to decisions of 


basic 
not 
It may be due to a lack of evidence and a 
failure to 
cords with a practice 


cause oft 
be due 


however, 
the courts: 


conflict, 


prove that a given method ac 
generally accepted by 


accountancy) 

For 
up a 
zines which 


example, a publishing company set 
returns” to 


might be 


“reserve tot cover maga 
within 
a specified time pursuant to its contract with 
a distributor. No deduction for 


was allowed by the court.” 


returned to it 


this reserve 
Coincidentally, 
the 
evidence 


nothing in court’s 
that any 
that the 


approve d 


however, there 1s 


findings to indicate 
ffered to 


constituted an 


was 
method 
method 
of business accounting under the particular 
Indeed, the 
appear to have 
And, in 


of evidence that the use of a 


show reserve 


standard 
involved 


circumstances tax 


payer's method does not 
been clearly explained to the court 
view of the lack 


reserve undet such circumstances is a gener- 
ally accepted business accounting method, it 
that the 


contrary to sound accepted accounting prin 


is not correct to Say decision is 


ciples, though some of the statements in the 


opinion, if literally construed, may not be 


agreeabl 


And, | 


the cc 


accountants 


add, this 


which exists 


may may also explain 
with 


containers in 


mntusio1 respect to 


| 


the treatment ot 


where 


cases 
1 product is sold in a returnable containe 
According to a decision of the Court ot 


Claims * on the subject, if a charge is made 
but title 
retain the charge 
if the container is not returned, the seller may 


subtract 


IO! the 
in the 


container formal 


remains 


, , 
seller who may 


tron amount 


receipts the which ex 


perience shows is a reasonable estimate of the 
refunds to containers returned 


to other 


customers tor 


by them. But according court deci 


$ 
SLONIS, 


if tithe passes to the customer, the seller 


may 


not compute his gross mcome by subtract 

'Cf. Brown a 
* 9361 (DC 
Company v 
F. (2d) 229 


in annual 


Root, Ine. 1 
Tex.) See, also, 
Comm*ssioner, 42-1 usté 
(CCA-5), where the 
property tax over a 
months, one-twelfth each month 

such method having been followed by the tax 
payer for many years in keeping its books and 
being conceded to be good accounting prac 
tice 


Scofield, 53-1 ust 
Citizens Hotel 
€ 9395, 127 
proration of 
period of 12 
was approved 


Readers Publishing Corporation 1 U 
15 1930) 


stc © 524, 40 F. (2d) 5 (Ct. Cls 
Company v. lt S., 


Alpha Portland Cement 
67 Ct. Cls. 680 (1929). See, also, LaSalle Cement 
Company v, Commissioner, 3 7 965, 59 F 
(2d) 361 (CCA-7) 

*% Northwestern States Portland Cement Com- 
pany v. Huston, 42-1 ustc § 9354, 126 F. (2d) 
196 (CCA-8); LaSalle Portland Cement Company, 
CCH Dec. 1533, 4 BTA 438 (1926) 


USsT« 
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ing from sales of containers the amount of 


a reserve set up tor refunds, which he may 
make on account of the returnable containers. 
Obviously, if a 


in these 


general use or reserves 
cases depends upon whether title 
to the containers does not pass, the distinc- 
tion 1s more 
title is 


a highly 


realistic.” If 
times, be 


ingenious than 


retained, it may, at 
technical one. Be 


Irrespective ot 


only 
that as it 
title passes or is 
retained, perhaps it is not too 


may, 
whether 
unwise to 
suggest that, if the reserve method, in reality, 


constitutes a generally recognized and ac 


cepted method for the treatment of return 


able well to 
that 


containers, it may be 
fact to the prope! 
The absence of such proof may be one cause 


of the distinction which the 


submit 
court by evidence 
courts have made 

As a turther 
in mind, 
sary, 


illustration of what I have 
if any further illustration is neces- 
consider the 
counts 
three 


treatment of cash dis 
In business accounting, there are 
different , 


treatment ot 


opinions™ respecting the 


cash discounts, namely, (1) 
that they should be applied to reduce sales, 
in which event a reserve is 
that the interest al 
lowance should be applied to reduce sales; 
and (3) that 


subtracted from sales, in which event there 


necessary; (2 


) 
excess Over a reasonable 


cash discounts are not to be 


is less need for a reserve 


At one time, it 
purposes, to 


was permissible, for tax 


subtract cash discounts 


Irom 
sales in the same manner as trade discounts, 
and a 
sidered 


reserve for this 
proper 1 it 
by the taxpayer.” 


virtues, 


purpose Was con 
used 


Now consistency has its 


was consistently 


and it is essential in 
accounting. I am not 
that a method of 


income tax 
convinced, however, 
accounting becomes a 
proper one by consistently being improper 
For this reason, I do not agree that a sound 
basis was given fo1 


once permitting the 


reserve method in respect of cash discounts 


Even so, I suggest that decisions on the 


subject in reality may not constitute a legal 
basis for not permitting the reserve method 


* Note that depreciation is denied the seller 


while the containers are in the 
customers Buck 1 Commissioner, 36-1 ust 
"9258, 83 F. (2d) 627 (CCA-9) Iten-Biscuit 
Company, CCH Dec. 7485, 25 BTA 870 (1932) 
If, as is likely to be the case, the burden of 
depreciation is not borne by the customers, 
it should not be allowed to them. Hdith Henry 
Barbour, CCH Dec. 12,090, 44 BTA 1117 (1941) 

*H. A. Finney, Principles of Accounting 
(1928 Ed.), Ch. 2, p. 13 

* The regulations relating to inventories rec- 
ognized that this method may be used by pur- 
chasers. (Regs. 111, Sec. 29.22(c)-3.) This 
has been in the regulations for 35 years. See 
Regs. 45, Art. 1583, under the 1918 act 
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hands of the 


December, 


1953 @ 


The allocation of an item of income 
or deduction to a given year 
depends upon the happening in that 
year of an event of legal import 

for tax purposes. 


in case it is feasible as an 


administrative 
The question is whether the method 
reflects income By 


matter 
clearly regulation, the 
answer to this question may 


depe nd upol 
whether the 


reserve method of treating cas] 
discounts is an approved standard method 

Now, in what I 
that a 


have said, it is implicit 
problem 


reserves tor tax 


taxpayer's respecting the 


use of purposes may bi 
simplified and kept free of considerable legal 
entanglement if he keeps his books and files 
his tax returns pursuant to a method of ac 


ounting generally approved by business 


accounting in his industry and if, u 


difficulty, he is prepared to show 


method is SO approved 


Even here, we, 


course, can not be sure of the 


the other 


result 
taxpayer keeps 
books in accordance with an approved stand 
ard method of accounting, I believe that he 
may be required to follow the 
tor tax purposes 


hand, if a 


same method 
To put it bluntly, I do no 
believe that a taxpayer may keep his books 
in accordance with a reserve method pet 
mitted for tax purposes and then, in com 
puting his tax liability, renege at his pleasure 
On this point, the 
* have not 


which they 


Supreme Court deci 


been given the 


sions ~ 


attention 
should receive 

But the statutory provisions in Section 41 
ot the Code, reporting income 
in accordance with the taxpayer’s method 
of accounting, are not to be taken entirely 
at their face vw: ‘ue 
deduction 


respecting 


Items of and 
allocated to 
ame manner in which the. 
are allocated on the taxpayer’s books. In 
come must be clearly reflected. By regula 


tion,” approved standard methods of accounting 


income 
can not always be 


tax years in the 


T. 1348. I-1 CB 51, however! 
later revoked by I. T. 2342, VI-1 CB 178, 
to give effect to G. C. M. 1342, VI-1 CB 177 
which followed certain decisions of the Board 
of Tax Appeals. See, also, Shapleigh Hardware 
Company v. U. 8., 36-1 ustc § 9124, 81 F. (2d) 
697 (CCA-8) 
*% Niles Bement Pond Company v. U. 8., 2 ust 
{ 518, 281 U. S. 357 (1930); U. 8. v. Anderson, 
cited at footnote 15, in which case you will 
note that the Supreme Court upheld the Com- 
missioner in his effort to hold the taxpayer to 
the reserve method used by him in keeping his 
books, a method which had been permitted by 
T. D. 2423. 
* Regs 


*See I 
was 


which, 


111, Sec. 29.41-2 
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wdinarily are regarded as effecting this 
result. The test, that 
th 


he method should not be an arbitrary one, 


further however, is 
not even if it is approved in business ac 
counting. Hence, to eliminate any undue 
arbitrariness, there should be definite stand- 
ards and rules. that 


income or de 


And the basic one is 


the allocation of an item of 


duction to a given year depends upon the 


happening in that year of an event of legal 


import tor tax purposes 
of deductions for expenses, 


legal import for 


payment of the 


tax purposes 
expense or liability 


Generally speaking, payment fixes the time 


which an accounting is to be 


made 
a taxpayel keeps his books and re 
for tax purposes on the 


whether 


cash basis 


However, a taxpayer employs the 


cash 


basis or some other accounting method, 


payment is not necessarily decisive of the 


making an 


time for accounting as, for ex 


ample, where a taxpayer pays in advance for 


the right to receive certain services”™ or to 


use certain property,” or he 


{ purchases sup 


plies in sufficient quantity to last for some 
time, or, in the performance of a contract, 
pays for materials, labor and other expenses 
prior to its completion.” 

On the other 


signincance to 


hand, an event of sufficient 
justify an accounting for an 
expense and 
prior to payment. 


may, occur 


frequently does, 
Indeed, in a single trans 
action there may be more than one such 
event. And all such events need not occur 
within a single tax year. These possibilities 
explain why we have more than one concept 
of the accrual And, 


since the income tax accounting is 


system ot 
law of 


accounting 


sufficiently comprehensive to recognize the 
significance of each of these events, it also 
explains why we have more than one method 
of accounting within the accrual system of 


accounting. The strict accrual method is one 


such method. Where it is applied, whether 
by court order or otherwise, the accounting 


is made as of the happening of the event 


by which the amount of the deduction is known 
or may be computed with reasonable accuracy 


But there are tests other than the one em 


Each 


“For example, see J. T. 2932, XIV-2 CB 61 
respecting the treatment of the cost of a base- 
ball-player contract 

*§ Commissions and legal fees paid by a lessor 
to secure a lease are spread over the life of 
the lease 

2? Under the completed contract method, ex- 
penditures during the life of the contract are 
deducted upon its completion, regardless of 
when paid. (Regs. 111, Sec. 29.42-4.) 

% Regs. 111, Sec. 29.43-1 


ployed under the strict accrual method 
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of them is bottomed upon the theory that 
a deduction may be taken for a liability 
which exists as an enforceable claim. In 
other words, a liability may be deducted if 
it has accrued in the generic sense. 

In this connection, it is to be observed 
that Section 48 (c) of the Code provides 
that the terms “paid or incurred” or “paid 
or accrued” shall be construed according to 
the method of upon the 
of which the net income is to be computed 
by the taxpayer 
vision of the 


accounting basis 
In accord with this pro 
Code, the regulations™ set 
forth a procedure by which a deduction may 
be taken for a tax yeat 
which the 


than that in 
“paid or accrued” or is 


other 
item 1s 


“paid or incurred.” 


Generally speaking, tax- 


have not 


payers taken this 


advantage 
procedure 


Chis procedure, relates 


of course, merely 
to the timing of the deduction. 
eliminate the 
duction which 


accrued or 


It does not 
item of de- 
at some time has been paid, 
And I do not think 
that it removes the necessity for taking the 
deduction as of the time of an event of legal 
import in 


necessity for an 


incurred, 


income taxation, 


Another event of import in tax accounting 
is that which determines the existence of the 


lability as an enforceable claim as distin 


guished trom the 


under the 
strict accrual method, is necessary in order 


for the amount to be known or 


event which, 
to be com- 
In admin- 
istering the act of 1916, effect was given to 
this concept by the regulation ™ permitting 
corporations to use The method 
then denominated an 
method. It did not ap 


whose b« »« ks 


puted with reasonable accuracy. 


reserves. 
authorized has been 
accrual-and-reserve 
ply to a taxpayer were not 
kept in accordance with that method.* This 


is to and 


ac crual 
which the 
upon a taxpaye! 
but, if he 


to it a 


say, the reserve 
will 
who does not employ it; 
uses the method, he be held 


method 


is not one impose 


courts 
may 


Though this regulation was not adopted 
under the later taxing acts, its influence has 


continued. Thus, the estimated amount of a 


liability for breach of a contract has been 


‘T. D. 2433, cited at footnote 15 

* This point distinguishes U. 8S. v. Woodward, 
1 ustc § 50, 256 U. S. 632 (1921), from U. 8. v 
Anderson, cited at footnote 15, as the Supreme 
Court so noted in the Anderson case. Lucas v. 
American Code Company, 2 ustc { 483, 280 U. S 
1445 (1929), did not involve the regulation under 
the 1916 act; moreover the Commissioner denied 
the taxpayer’s request to use a reserve method 
as to the item involved 

* See cases cited at footnote 28 
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allowed as a deduction for the yeal of the 
breach where, in that year, the taxpayer ad 
mitted liability and the estimated 
books lor 

More important, however, is the fact that 
the principle of matching 


amount 


was accrued on the that year 


revenues and the 
related expenses has been applied in some 
cases,” despite the present tendency of the 
courts to apply the 


strict accrual basis in 


that the 
xd in 


method 


the absence of evidence 
employs a different 
books that the 


constitutes a standard method 


taxpayel! 
meth keeping his 
and used by hin 


approved 11 


business accounting. Indeed, even a reserve 
to effect a matching was upheld as late 
1952.” These that, per 
haps even under the strict accrual method of 
accounting, a distinction is to be 


tween 


a> 


decisions suggest 


made be 


reserves for directly it 


expenses 


curred in earning income and reserves 1 


the indirect or general expenses 
Be that as it may, in actual tax practice 
and court 


much the 


even in 


decisions, we, at times 


reach Same result as is con 


templated by the accrual-and-reserve method; 
but, of course, we do so under a different 


characterization. Today, if a taxpayer ac 


crues an without 


amount, establishing 


reserve, and the 


amount accrued does not 
prove to be the amount eventually paid, we 
say that we 


quate 


correct the 


eExXCessive OT inade 


accrual.” Indeed, a 
known to allow a deduction im the 


reserve 


court has bee: 


Veal 


is established by doing so as a mat 


ter of correcting an excessive 


: ' 
accrual,” and 


ot course, limiting the leduction to the 


amount actually paid 


l am aware that, in business account 
it is advisable at times not t 


“reserve Even so, the trut 
ter is that if a taxpayer k1 
amount, he And if he 


amount 1S 


accrues it makes al 
accrual whet the t 


substantially 


uncertain, lhe n 


substance and effect 1 


ploys the same method of estimating which 


he would use if he established a reserve 


which shows on its face that | 


i ne s estimat 


ing the amount of the hability 

Producers Fuel 
1 BTA 202 (1924): Raleigh-Smokeless Fuel Com- 
pany, CCH Dec, 2214, 6 BTA 381 (1927); 
Brick Company, CCH Dec 
(1928) 


Company, CCH Dec 4 
Frase7 
3676, 10 BTA 1252 

® Ohmer Register Company v 
42-2 wstc 9 9T77 


Commissione) 
131 F. (2d) 682 (CCA-6); Thur 
man wv. Studebaker Corporation, 37-1 ustrc { 9188, 
88 F. (2d) 984 (CCA-7): Bonded Mortgage Com- 
pany of Baltimore v 
"1265, 70 F. (2d) 341 (CCA-4, 1934) 

~*~ Central Cuba Sugar Company v 
sioner, 52-2 ustrc { 9390, 198 F 
Similarly, Airway Electric 
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Commissioner 4 west 


Commis- 
(2d) 214 (CA-2) 


ippliance Corpora 


December, 


1953 @ 


Reasonable estimations 


are a part of a reserve method and 
not a part of the strict 
accrual method. 


The confusion in this method of approac! 
has produced some harsh results by com 
pletely 


disallowing a deduction becaus¢ 


“wrong year” or by allowing 
These results contributed to the 
necessity for some Sectio1 
of the 


claimed in the 
it twice 
aspects ol 
Code. On the other hand, if it is 
properly recognized that the 
treatment 1S, in 


380) 


method of 
reality, an application 

the reserve method, that particular difficulty 
The 


identified and, if the 


is not encountered. reserve 1S prope! 
amount is arbitraril 
excessive, it is disallowed for the year esta 
lished In othe 


he for the year the 


cases, the adjustment ma 
reserve is established or 


a late 


year in which it 


that t 

has served its purpose, depend 
which method of 
approved method.” 


cept ol 


appears 
reserve 





upon adjustment is t 


[his is to say the con 


reserves 


gives us a rational 


making adjustments which is 


more Sa 


tactory than any 


application which may 


made of the strict accrual basis 


One further confusing aspect of the pres 


+ 


ent situation is that, in order to reach a re 


sult clearly sanctioned by the accrual-and 


reserve method, we refrain from frankly 


using such method and sometimes try t 


achieve the 


same result under the 


strict 
method by 


finding that the 


accrual somewhat superficially 


amount of the liability may 
be computed with reasonable accuracy. Foi 
example,” a taxpayer engaged in removing 
coal by the 
} 


strip mining method was obli 


gated by contract and state 


soil back “the 


law to put the 
both the State and the 
wanted it.” By the end of 
1945, the coal had 


obligation to 


Way 
lessor tarmers 
been removed and the 
back-fill the 
The taxpayer could not refill the 


1946, and, “in accord 


land be Callie 


nxed land 


until 


with sound a 


tion 1% Guitteau 
20 (CCA-6) 

”" FE. B. Elliott Company, CCH Dec 
BTA 82 (1941), quoting (at p. 88) 
S. Eckstein, CCH Dec. 11,048, 41 BTA 746 (1940) 

Anderson-Clayton Securities Corporation 
CCH Dec, 9614, 35 BTA 795 (1937) 

See cases cited at footnotes 9 and 10 

Harrold v. Commissioner, 52-1 ustc { 9107 
192 F. (2d) 1002 (CCA-4), and see the cases 
cited therein for a number of other examples 
The doctrine of reasonable predictability is 
strained considerably if it is to bring the case 
within the strict accrual method 


41-2 ustc § 9692 (2d) 


12,075, 45 


from Elsie 
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counting practice,” so the court said, he set 


involved 


| 
j 


up a reserve tor t 

Under 
was allowed a deduction for the year 
on the 


e expense 


these circumstances, the taxpayer 
1945 
ground that the cost of making the 
refill, though not definitely ascertained, was 


susceptible of 


estimation with reasonable 


allegedly 


Strict 


thus 
within the 


accuracy, bringing the case 
but, in 
Appar 
that the 


accordance 


method 
reality, applying a reserve method. 
ently, the was convinced 
taxpayer’s books were kept in 
with an 
counting lf So, it 


accrual 
court 
approved standard method of ac 
would have been more 


approve d the 
this reason 


realistic to have 


method for 


taxpayer's 


In my opinion, in a case such as this, a 
distinction has not 
tween the 


liability 


made be- 


proper been 


situation where the 


amount olf a 
may be computed with reasonable 
and that 


estimation or prediction of the amount may 


accuracy where only a reasonable 


be made. To be able to compute the amount 
with reasonable accuracy, as required for the 
method, all 
computation 
apply the 
predictability, we are 
estimating without knowing all of the 


purposes of the strict accrual 
of the 


must be 


facts necessary for the 
When we 


reasonable 


known doc 


trine of! 


tacts 
essential to a determination of the amount 
Reasonable therefore, are a 
method, 


accrual method 


estimations, 


part of a reserve and not a 


part 
of the strict 
Chus, the 


ability is 


doctrine of reasonable predict 


essential to the regulations re 


specting a reserve for the cost of delivering 


merchandise in redemption of trading stamps 


issued by a merchant,” a deduction being 


allowed when the c¢ issued and the 


distinguished 


upoNns are 
lability from the 
presented for 


Like 


issues mil 


arises, as 


time when the coupons are 


redemption and the amount is known 


WIS¢ 


where a tobacco company 


lions of merchandise coupons with its sales 


garettes, the cost ol 


redeeming the 


not be computed witl 


nable 


lay be made 


accurat a reasonable esti 


is is sufficient basis 


a reserve based 


is 
This doctrine 


also may be pertinent in 


ther cases where, mm accordance with a 


generally recognized and accepted method 
' Regs. 111, Sec. 29.42-5 
* Brown & Williamson Tobacco Corporation, 
ted at footnote 1( 
*"See South Tacoma Motor 
Dec. 7389, 3 TC 411 (1944) 
flicting 


CCH 
often cited as con- 
with business accounting, in which the 
reserve was claimed for the entire selling price 
and not limited estimated cost of the 


Company, 


to the 
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of accounting, a reserve is set up for a 
fixed obligation and the cost of fulfilling the 
obligation is predictable. For 
example, suppose that a motor 
sells service coupons for cash, the pur 
chaser being entitled to certain services—or 
he might receive a refund in cash.” In such 
case, the company’s obligation is known, 
and it is an claim against the 
company from the time a coupon is sold. It 
the cost of the services to be performed for 


reasonably 


company 


enforceable 


coupons presented for services may be rea- 
sonably predicted or estimated, the require- 
ment for a reserve may be met. But whether 
the reserve should be limited to the direct 
costs of performing the service may also be 
a question to be decided in the light of the 
generally recognized and accepted method 
of accounting in the taxpayer’s industry 

In any event, the opposition to reserves, 
as sometimes recorded in the cases, is too 
extreme and Quite often, the 
effect, in reality, is to say that no amount 
should be accrued may vary 
from the amount ultimately determined.” 
By this theory, a taxpayer who is clearly 
convinced that his liability is at least $10,000 
may not set up a reserve for that amount 
because the amount ultimately may be de- 
termined to be $12,000. 
arise daily in the 


unrealistic 


because it 


Cases such as this 
business world. Perhaps, 
the opposition to using a reserve method 
even in such cases is bottomed upon a be- 
lief that, where’ reserves are used, the amount 
set up ordinarily may 
substantially 
tingencies. It is 


be expected to be 
excessive to con 
doubtful, however, that 
any such result accords with sound account 
ing practice. More likely, sound account 


that the 


cover all 


ing requires estimate be made 
objectively in the exercise of the best judg- 
ment possible of the actual lability, and, in 
income taxation, there are incentives for a 


taxpayer to make his estimates in this manner 


may be made re 
specting the liability which a taxpayer incurs 
when he 


Similar observations 


sells his product in a 
and charges the customer tor the 
but obligates himself to refund 
when the container is returned 

ent time, 


container! 
container 
the charge 
At the pres- 
already ex- 


there is, as | have 


plained, considerable unrealistic thinking in 


this type of case.” The taxpayer's liability 


comes into existe nce aS an ¢€ forceable claim 
service, and no showing was made 
taxpayer’s method of accountancy 
an approved standard method 

“This theory is well exploded by Judge 
rurner in his dissent (concurred in by Judges 
Hill, Disney and Harron) in Henry Hess Com- 
pany, CCH Dec. 18,359, 16 TC 1363 (1951) 

*® See footnote 24 


that the 
constituted 
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the moment the product is sold. 
what the liability is 
arises from the fact 
tainers may 


He knows 
The only uncertainty 
that the con- 
not be returned. Hence, if the 
number which will be returned is reasonably 
predictable, he is in a 
reasonable 


some of 


to make a 
which 
return for 


position 
estimate of the amount 
will be paid to the customers in 
the containers. In short, he may set up a 
reserve for an existing liability and, if, in 
his industry, the reserve method constitutes 
an approved standard method of accounting 
for returnable containers, he may, by keep- 
ing his books in accordance with such method, 
be able to show that he 
regulations. As in every 
this is not to say that it is 


comes within the 


Cas¢ oT a reserve, 
a feasible method 


for orderly tax administration 


purposes, 

Now, In any Cas¢ where a reserve 
may be proper, it is 
mind that we 


method 


important to bear in 


are concerned with applying the 
principle of matching revenues and. expenses, 


which expenses, under one theory, perhaps, 


should be only those incurred in producing the 


revenues as distinguished from 
surance and other 


taxes, in 
recurring charges which 
are incurred with respect to plant facilities 
I mention this theory of limiting the match 
ing only because the courts have tended at 
times to forsake the strict 
in such cases. Be that as it may, the 
ings and proration methods may, unde1 
some circumstances, be more workable than 
the reserve method as, for example, where 
advance received and will be 
earned over a definite period or in the per 
formance of a specific contract 


accrual method 
earn 


income is 


However, 
even where the income is to be earned over 
a definite period, it is not always easy to 
segregate the income which is to be matched 
with the liabilities. This poses a 
as to method should be used, the 


earnings method or a reserve method 


question 
which 


This aspect is involved in selling goods 
or construction equipment or 
subject to 
guarantees 


other articles 


warranties against defects or 
as to performance where the war 


ranty, guarantee or maintenance agreement 


is for a definite period of time 
differs 
liability of 
order 


This type 


of case from a 


warranty or other 


indefinite 
that a 
perhaps a taxpayer must show 


duration in that, in 


to show reserve is necessary, 


that the in 


“On this point, see my paper 
Legal Aspects of Tax Accounting,”’ 
Fifth Annual University of 
Tax Conference, and published in TAxgs, De- 
cember, 1952, p. 1028, at p. 1034 

* This difficulty, however, does not 
a reserve for guarantee expenses in 
the profit-limiting provisions of the 
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Practical 
read at the 
Chicago Federal 


preciude 
applying 
Vinson 


December, 


1953 @ 


come attributabl 
tenance 


to the guarantee or main- 
agreement can not be determined 
with reasonable ” Tf it can be so 
determined, perhaps the more feasible method 
may be to spread such income 
riod in which it is earned 


accuracy 
over the pe- 


On the other hand, if the reserve method 
is used, the primary difficulty with respect 
to warranties and guarantees is to be found 
in estimating th reasonable 
reserve as ot the made.” 
when 
filed and 

But, in 
of liability is 
event tor 


amount ot a 
time the sale is 


Perhaps an estimate may be made 


complaints are made or claims are 
liability is admitted by the taxpayer 


any case where an admission 


proper 

of a deduction, 
that 

revenues 


considered a fixing the 


time a deduction of a reserve 
as ot 


time 
and 


may not serve to match 
expenses, if the admission 
after the hability 


circumstances, a 


comes 
Under 
that time can not b« 
ple of matching is the 


some time 


arises 
such reserve as of 
justified, if the princi 
| 


SOLE 


basis for it 


\ similar difficulty exists in the current 
problem of a reserve to meet a government 
contractor’s liability for Up to 


time, | heard of any 
satisfactory method for estimating the lia- 
bility as of the time the articles are de 
livered to the government and the 
price 


repricing.” 


the present have not 


contract 
includible in Arti 
delivered before reprice 
and, when notice is given, it still 
may be that no reasonable estimate may be 


made of the new 


becomes income 


cles are notice to 


is given, 


price 

One suggestion is that a reserve may be 
set up if the contractor offers to reduce the 
price by a specified amount. I suppose that, 
if the terms of the such that 
the offer is tantamount to an admission by the 
contractor of his liability to 
price by at that 
basis for accruing the price 
the time of the admission 
deduction 
serve to 


offer are 


reduce the 
there is a 
reduction as of 
Here again, how- 


as of that will not 
relate the 


least amount, 


ever, a time 
deduction to articles 
which have been delivered in a prior 


Moree ver, 


year. 
the Code 
right, with permis 
relate the 
reduction to 


under Section 3806 of 


the contractor has the 
sion of the Commissioner, to 
pertinent part of the 


Thus, a contractor 


a prior 


year. may not be re 


(Continued on page 1032) 


Trammell Act where, because of a lack of con- 
tracts, a contractor may not annually be sub 
ject to the Act (T. D. 5000, 1940-2 CB 397.) 

51 Obviously, the problem does not arise where 
the reporting is on a completed contract basis 

"The definition of a renegotiation, as con- 
tained in Section 3806 ‘learly includes any 
modification of a contract 
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Topic: 


Chairman: Paul F. Johnson 


Employer and Employee Problems 


Time: Thursday Morning, October 29 


Fringe Benefits for Employees 


story 


duck 


* the “lazy dog” category is a 
il Joe 


about and George going 
hunting The 
of the pond t 
the first one 
the water and 
with the bird in 
“Did you 
that dog?” 


swim.” 


edge 
When 
dog walked out on 
back to his 


his mouth 


was waiting at the 
retrieve the ducks 
T¢ ll, the 
came ownel! 
Joe remarked, 
strange 
replied, “Yes, he 


illustrates 


notice anything about 
can’t 
end 
two dif 
significance of the 


may be 


George 
This story how an 
result can be achieved in at 
ferent and the 
alternative methods 
casually As 
benefit 


least 
ways, 
accepted quit 
benefits,” the 
employee may appear to be 
whether it 


regards “fringe 


to the 


the same represents compensa 
or a part of the 
tools supplied by the 
difference should be 


of the tax consequences 


tion for services rendered, 
working conditions, o1 
employer, but the 


appreciated becaus« 
Little, if any, 


from attempting 
benefits” for 


1 yh yW 
term “fringe 


advantage would 


to define the 


present pur They en 


poses 


compass a large 


variety of miscellaneous 


items. From consideration of several items, 
however, it is believed that a principle of 


application of the current 
established 


federal 


The 


incom 
tax laws can be problem 


will be 


approached from the 
standpoint of whether or not a tax liability 
arises, without regard to the desirability of 
providing any 
from the 


exclusively 


particulai 


types ot benefits 


standpoint of 


employee morale 


or management control 


Basic Statutory Provisions 


From the viewpoint of the employer, the 
providing all 
tools TO! 


in computing net 


cost of benefits o1 


employees is deductible 
income, and the precis¢ 
character of the expenditure is immaterial 
The statute that there shall be 
deducted, in computing net income, all the 


types ol 
working 


provides 


1 Code Sec. 23(a) (1) (A) 
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Price, Waterhouse & Company, 
Chicago 


ordinary and 


paid o1 
incurred in carrying on a trade or business, 
including a 


necessary expenses 
sal- 
for personal! 
Although the 
employer’s tax position is simplified because 
of general language, 


reasonable allowance for 


aries or other compensation 


services actually rendered.’ 


the employee is placed 
in a position of greater tax danger because 
of the general language used in defining 
This defined to 
“oains, profits, and income derived 


salar ics 


income,” 


gross 


term is 
include 


from compensation fot 


service . of whatever 


fort: Me fe 


wages, or 
personal kind 


and in whatever 


It will be noted that the employee is re- 
quired to include in his taxable income 
benefit which is at 


tributable to the rendering of personal serv 


almost any type of 


ice. Although a few classes of income are 
exempt by statute, an employee’s only hope 


for relief from tax in 
has to be 


the event an amount 
included in income lies 
in the possibility of a deduction specifically 
provided for in the 
tions are 


gross 
statute. These deduc 
very limited and are practically 
confined to direct business expenses which 
are both and 
(including the 
expended for 
while away 


“ordinary and 


entire 
meals and lodging) 
from home in the pursuit of a 
business 


” 
necessary 
traveling expenses 


amount 


trade o1 


\ special problem arises in the determina 
tion of tax for an employee who wishes to 
claim the benefit of the “standard deduc- 
tion” instead of completely itemizing his 
allowable deductions. Many deductions 
otherwise be taken in addi 


allowable « an 


? Code Sec. 22(a) 
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tion to the standard deduction only if con 


nected with a business which does 


not consist of the performance of services 
For 
only deductions from 
addition to the 


“expenses of 


by the taxpayer as an employee 


practical purposes, the 
ZTOSS 


income permiutte d in 


standard deduction are the 


travel, meals 


and while away 


trom 
home, paid or incu yy the taxpayer in 
connection with the 


services aS an 


him ot 
deductions 


performance by 
and 
“which consist of expenses paid or incurred 
by the 


employ ee” 


taxpayer, in connection with the 
performance by hi if services as an 
ployee 


expense 


em- 


under a bursement or other 


allowance arrangement with his 


employer 


The question ot hat 
mitted in 
tion 1s not as 
of the 
an amount 1s 
From the 


deductions are pe 
addition to the deduc 
purpos¢ 


as whether or not 


standard 
important for the 
present discussion 
includable in gross income 


review of the statutory phrases, 
that 


as an employe € 


however, it iS Significant to note 


rendering personal service 


is included in the general 


expression ol 


conducting a “trade or business 


Wit! 


paratively 


respect to many items, it 1s com 


easy to establish whether or not 


there is taxable income 


derived by 


being 
the employee For example, an employer 


may provide safety shoes or overalls, and 


no one would seriously 


contend that the 
value of such items should be reported by 


the employes as additional compensation re 


ceived Similarly may be 


al executive 
provided with mo han the 


quired 


mriinimum re 


othce spac and a larger desk or 


more expensive than 
might consider as being indispensable, with 


out any question being 


furniture some critics 
raised as to whether 
or not these items represent taxable incom« 
in addition to his Alterna 
tively, both a payment factory 
workers equivalent { 


cash salary 
made to 
eight 


was not 


hours’ 
worked 
the executive computed 
profits for the 
part of the 
from the 


pay on 


a holiday which and a 


bonus received by 


aS a percentage ol year ar¢ 


unquestionably gross income 


derived rendering of 


pers¢ ynal 


service Between these extremes lies th 


area of true fringe benefits 


Representatives of labo 


unions have, at 


times, been quite critical of what they con 
* Code Sec. 22(n)(3) 
*Solomon Barkin 
Collective Bargaining 
Public Accountant, July 
* Regs. 118, Sec. 39.22(a)-3 
*Mim. 5023, 1940-1 CB 14 
February 25, 1943 


1000 


Financial Statements in 
The New York Certified 
1953, p. 439 


Special Ruling 


December, 


1953 @ 


sider as tringe benefits being provided for 


group For 


the executive example, the 
unions’ position has been stated to be 


that the 


trade 


management of a business “receives 


its compensation in the torm of salaries 


bonuses, 


1 


stock options, and a miscellaneous 


, ‘ 
ist of other awards in the form of expens 


illowances, life insurance, medical benefits, 


home facilities, discount 


1 
tional advantages, and 


tion.” * | wuld be consistently 


general employee 


ncome which may 


ment, 


nc lots 


Meals and Lodging 


The tfurnishi of meals and lods 


in employee we deductiblk 


yy thie employer, taxable t 
' 1 rf Bon ] 
the emplovee at it : narket value unless 


furnished to employees the employer's 


convenience Literally, “emplover’s 


test would be 


venience’ satisfied onl 


immediate 
d he d 


uring the day ind coul¢ 


was subject ts 


the employes 


it any time 


obtain quarters and meal 

ut materially iu fering witl 

his principle hi n applied rather 
by the 


1950° which stated that 


courts,’ howeve 


venience tl rule 


circumstance receéi 


quarters o1 


meals ! | employee 


ed additional pensation 


and lodging could alwavs he 
sidered compensatory w 1 it is recogn 


that the 


1 


employee would otherwise have 


pav for them out of rsonal fund 


but, if 1t was “employer 


convenience” t V ld . a Ceen, 
The Int 


nterpre ted 


that there mi 


met 


some 
iat additional 
| xamples cited ce 
der the 


employment contract, 


ompensati 


1 


State iaws, 


and meals is considered 


employee's compensation; 


McCarty, Exar ’ 
(DC Ind.): Henry M 
12 TCM 472 (1953) 

Mim. 6472, February 15 

’'Gunnar Van Rosen, CCH Dec 
834 (1951) 
’Mim 


Cripe, 52- 
Lees, CCH Dee. 19.635 
1950, 1950-1 C 
18,635 
6472, February 15. 1950 


1950-1 C 
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11 
union 


dit 


meals 


iding tor 


according to the 


agreement prov 


I pay 


ferentials 
and lodging; ™ o1 
the 
minimum wage law 
paid to 


receive 


value of 


where meals are neces 


Sary to meet requirements of a state 
\ salary differential 


do 


creates a 


not 


pre 
ove 


and 


emplovees wh 1O 


quarters and 


sumption of taxability which can be 


come by other evidence, such as differences 


in abilities or requirements of the 


position , 


Kxcept witl 


certain types ol! 


ley ) + 
oyment, 


busin 


hotel or apart 
com 


peration, 


rcial fishing, et rental value of 


quarters furnished by the employe! 


onsidered be additional compensa 
agreement 


effect.” I vO ent cases, em 


were 


taxed on amounts contributed 


heir employer 
though 


because of 


toward the purchase of 


home, even one taxpayer bought 


home lack of adequate 


ousing at his duty in 


state } 


hed bv the 


tal h new , ot 
applies to 
but 


Wo! k 


Sain 
Tut 
full mea day 
inarily qualifies “convenience 
| employer” practice ot 
to employees 
ifeterias similarly 


even though they 


‘ourt 


tax‘ 
furnishing of meals 
a hotel, whx 
ha caused 
ommiussione! 
trie meals and 
nsation to the 
“convenience 


apply becaus« 


necessar\ 


Ruling 
Ruling, dated 
Special Ruling, dated 

il Ruling, dated Dex 

‘ Reynard 
BTA 451; r D 
Chandler 1 
i 2a) 623 (CCA ) 
Charles A Fy 


Special dated November 3, 1950 
December 5, 1951 


2, 1951 


Special 
August 
ember 5, 1951 
CCH Dec 
December 14 


1 ustc { 


spe 

Corporation, 8522 20) 

1914 
119 


2090 


Commissioner, 41- 9394 


ueauff, CCH 521, 30 BTA 
is TC 


672 (1952); L . 2-. rc £ 9419 


(DC Ohio) 
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operating expenses of the partnership, sinc¢ 
the benefit to the business outweighed the 
personal element. The Internal Revenue 
Service announced a nonacquiescence with 
the and, in addition, 
issued a ruling * to the effect that the cost 
of meals, lodging and 
expenses, of an owner or resident 
partner and his family, should be eliminated 
the a hotel 
costs to be reasonably approxi 

The that the 
increase in resulting 
added to 
the 


respect to decision 


other personal or 


living 


trom expenses oO! operating 


These are 


mated ruling also states 


partnership income 


be 


share of 


from such elimination must 


the 
profits of the hotel business 


resident partner’s net 


Welfare, Entertainment and Education 


From 
fied deductions for 
behalf of employees on the ground that the 


time to time, employers have justi 


certain payments on 


based on need, or were used 


good will or high 


payments wer¢ 
morale. In 
held that the 
income, and, 
to the 
raised. There is 
that the 
compensation, 


to promote 


some instances, it has been 


¢ mployees received no taxable 


¢ 


in Others, the tion of taxability 


ques 
employees was not even 


always a possible contention 


added 


the benefits 


pay 
pal 
em 
to all 


ments represent 


ticularly where 


] 
1} 
i 


favor a Tew 


oyees only and are not made available 


A 1953 that a corporation 
may deduct contributions to its employees’ 


ruling holds 
hospital association to erect a hospital which 
its employees will use, title to the hospital 
the ciation,’ de 
were reat with 
building fund 
of a public hospital which saved the 
the 
medical 


remaining in Similar 


asst 


cisions hed in earlier 


cases 
regard to contributions to the 


com 


pany expense Ot increasing its own 


facilities made to a 


payments 


that 
receive 


hospital on the condition 
f the 


hospital service 


employees 


contributor were to cut-rate 


and contributions to 


h mploye es’ association to 


an 

and 
j 1 

medical aid, group imsur 


provide sick 
benefits, 
othe 

the latte: case, 
eB 


Was retained Dy 


disability 


ance and benefits to employee mem 


bers.’ In no control over 


the fund the employer 
George A 
rC 130 (1951) 
* Rev. Rul. 80 


Papineau, CCH Dec. 18.044 16 
1953-11 IRB 6 
Rev. Rul. 160, 1953-18 IRB 2 
* Corning Glass Works 1 Commissioner , 
ustc | 440, 37 F. (2d) 798 (CA of D. C.. 1929) 
‘Franklin Mills, CCH Dec BTA 1290 
Weil Clothing Dec. 17,297, 
13 TC 873 (1950) 


2775, 7 


CCH 


Company, 





\nother recent ruling ~ allows employers 
to deduct amounts paid for the rehabilita- 
tion of employees and their families who 
have been injured or damaged by a tornado 
yr other major disaster. Th 
are deductible, according to the 


payments 
ing, be 


ause they will a 


1 
rood 


maintain g | employee 
to the 


ent rprise 


morale, which are necessarv 


Also, the 


with 


ful running of the 


payments were deemed to be rade 


the reasonable expectation of a financial 
return proportionate to the amount of the 
contribution | 


ture, these 


On the other of the pi 


contributions were not taxablk 


to the employees because they were “gratu 


itous and 


spontaneous” and based upon 


leng 
type of employment. The 
however, thei 


the amount of 


need rather than upon 


rth of service and 
employees must, 
reduce deductible < 


osses by such 


The 
the Commissioner 
the company 
land on 
lo« ated 
erty 


ré imbursen ent 


ruling cites a Case acquiesced in by 


during 1953,% wherein 


larm 


purchased 5% acres ot 


which an old stone house was 
The company improved the prop 
converted the old 
which 


ployees Tor 


and house into 


lodge used by ail of the em 


was 
recreational purposes he 
company conveyed the property to trustees 
1 its 
certain of its 
ployees A deduction 
total cost of the 
necessary 
incurred 


penses 


foreman’s association, comprised of 


officers and supervisory em 


was allowed for the 
and 
expenses in the year 
decided 
“necessary” 


labor 


contention that 


project as ordinary 


business 
The 


were 


court that the ex 


Since they were 
dec reas¢ 


rejected § the 


incurred to turnover The 


court these 
were capital expenditures because the em 


ployer retained no control over the property 


Deductions, as ordinary and 


iecessaf®ry 


business expenses rather than as « 


ontribu 
tions, have been allowed to corporations for 
contributions to ¢ hure hes and schools w he n 
the majority of the attendance at the 


tions came from families of employees.” 


institu 


Employers have also sustained deductions 


as business expenses for various expendi 
tures in the field of employee entertainment 


he 


Christmas 


annual 


cost ot 


company picnics and 


parties was allowed because of 


attendant employee morale and _ publicity 


* Rev. Rul. 131, 1953-15 IRB 7 

‘ Slaymaker Lock Company, CCH Dec 
18 TC 1001 (1952) 

% Holt Granite Mills Company, CCH Dec. 484 
1 BTA 1246; Superior Pocahontas Coal 
pany, CCH Dec. 2548, 7 BTA 380 

*H. H,. Bowman, CCH Dec 
1157: Robert S. Le Sage, CCH 
6 TCM 1263 (1948) 
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19,187 


Com 


5289, 16 


Dec 


BTA 
16,163(M), 


December, 


1953 @ 


The cost 


allowed aS a busine Ss cxpense 


value.” of employee dances was 


even thoug! 


the employer gave the dances as a reward 


for increased sales and claimed the deduc 


tion as a bonus expense The court spe 


cifically refused te onsider whether the 
amounts constituted a b 
that the business 


payments.” 


being satisfied 
benefited by the 
duction not 


nus, 
directly 
Had the de 
claimed as a bonus, the 
bility to the 
been 


been 
question oO! taxa 


employees might 


never have 


raised lt al early 


ruling, the ex 


penses of outfitting and supporting a basse 


ball team having the nam 
on the uniforms were 
able deductions becat 


nature of advertisin 


In the area of 


empiovee eaucation, while 
the cost of tuition 
employer to an 
school 


it has 


and books paid by the 
outside 
is deductible as 
that 


such amounts in gross 


university or trade 
a busine SS expense 
ruled 
required to includ 
income, 


been the employees are 


even if they must attend schoo 


in order to keep their job.” The 


correct 
ness of this ruling is questionable since the 
costs of company-sponsored off-hour 


training ot 


courses 
apprentices, and outside publi 
called in to address 
are deductible 
income to. the 
The 


ance at an 


speakers employees 


and the taxable 

employees has not 
fact that the 
institution of 


can be identified with particular 
1 
i 


que stion ot 


beer 


( 
raise d.” 


cost of attend 


outside learning 


emploves Ss 


aoes not create tax ible income iS a matte! 


of principle 


Death Benefit Payments 


For many years the 


voluntary 


taxability of 


test 


payments made t 


widow 
a deceased employe was 
she had performed any 


1950, however, it was 


hether or no 
services Late 

ruled that amou 
received by the 
1951, 


beneficiary after January 1, 


woul be considered as taxable in 


come if based on 


services rendered to the 


employer, either by the recipient or by any 


} } 
nara 


former employes It is to imagine a 


voluntary payment whicl Id not be 


covered by this new 


however, to date 
the correctness of tl iling | not 


I as been 
tested in the 


courts i ase decided in 


Popular Dry 
2130, 6 BTA 78 
*O. D. 1030, 5 CB 121 
* 1. T. 1304, I-1 CB 72 
” Lewis-Hall Iron Works, CCH Dee. 820 
BTA 788; I. T. 3403, 1940-2 CB 63 
‘I. T. 3329, 1939-2 CB 153: Louise K 
CCH Dec. 17,275, 13 TC 707 (1949) 
I. T. 4027, 1950-2 CB 9 


Goods Company 


CCH Dee 


Aprill, 
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1952,” has given hope to taxpayers exclud- 
ing from income such voluntary payments 
In this case, the was not taxed on 
amounts received Which were purely volun 
tary and not in a 
past practice 


widow 


cordance with a consistent 


of the employer, even though 


the employer did claim a deduction for the 
payments. The payments were received in 
the year 1944, however, and the announce- 
ment of acquiescence in this decision points 
out that such asquiescence does not apply 
with respect to payments made on or after 


January 1, 195] 


Whereas 


ficiaries 


] t 
Voiulita®r\ 


payments to bene 


formerly were not taxable, con 
tractual payments } 


the term 


were For this purpose, 
was interpreted to 


situations in which there 


“contractual” 


include was no 


specific contract if the 
compelled by | 


employer might be 
law to make 
pursuant to an optional dea 
or if it 


local payments 


h benefits plan 
customary for the em 
ployer to make such payments 


had bee 1 


For taxable years beginning 
cembet at: 


after De- 
1950, beneficiaries may exclude 


contractual $5,000 from 


payments up to 
each employer makes the reversal 
of the government’s attitude 


benefits complete, 


[his 


toward death 


since voluntary payments 


are now taxable, but contractual payments 


may be excluded from income to 


limited degree 


now d 


Expense Allowances 


The basic tax principles operation 


or expens¢ allowances ar¢ l @ Unless 


an accounting with respect to business ex 
penses is required by the employer, 


employer rts the amount of the re 
imbursement as gross income 


and deducts the 


, then itemizes 
expenses Che employe 
deducts the reimbursement of the 


paid 


cost. oft not 


business 
expenses 


Phe 
principles bec 
creas¢ \ 


pronts 


initially by the employee 


correctly these 


applying 
mes greater as tax rates in 


corporation subject to 


excess 
tax, for instance, pays business ex 
penses in 1953 at a net cost 
dollar Tf the 


his taxabl l income an 


18 cents on the 


employee has to include in 


amount which 


merely represents reimbursement on his 


expense account, a portion of his salary 
] 


equal to severa 


times tl vense -item 


itself will be required to | 


error. 


3 Alice M 
TC 9 

“1. T. 3840, 1947-1 CB 7 

“% Rstate of Edgar \V O’ Daniel, CCH Dee 
16,343, 10 TC 631 (1948) Estate of Edward 
Bausch, CCH Dec. 17,728, 14 TC 1433 (1950) 


VacFarlane CC Dex 9 235. 19 
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If the employer does not secure an ade- 
quate accounting for expense accounts from 
the employee, it places the burden of proot 
on the employee to establish the propriety 
of the deductions. There have been many 


cases where deductions were 


partly or 
because the employee 
failed to show sufficient proof of the nature 


or the reasonableness of the expenditures. 


entirely disallowed 


In essence, the expense account problem 
is one of maintaining proper records to 
establish the nature of the expenditure. It 
was held, in a recent ruling, that the reports 
prepared by airline will not be 
sufficient to account for expense allowances 
furnished to the airline 


captains 


crew.” These re 
ports showed the number of hours spent by 
the crew away from the base, which formed 
the basis of a per diem 
company 
enough, but the 


reimbursement 
thought this 
disagreed 


Che airline was 
because 
“does not show that the expenses 
were actually incurred by the employees in 
the business of the employer.” 
might affect the 
wide variety of 


ruling 
the re port 


This ruling 
practice with respect to a 
expense 


reimbursements ar¢ 


where 
diem 
does not require a 
however, the 


accounts 
at hourly or per 
rates and the employer 


detailed accounting; amount 
of detail required in any particular instance 
will ne depend upon the circum 
direct knowledge of the em 


charged with 


cessarily 
Stances, the 


ployee’s superior 


approving 
common com- 


Certainly, there is no 


the expense 


accounts, and 


mercial practice 
intention that the 


practice of allowing rea- 
sonable pel 


diem rates for out-of-pocket 


expenses be discontinued 


Where 


reasonable 


an employer does not 
with respect to ex 


files an 


require a 
accounting 
pense 


accounts, he information 
' 


return reporting the total amount paid dur 
ing the year to each particular employee 
with respect to expenses 
must 


The employee 


then amount of his 


substantiate the 


claimed deductions for expenses by keep 


ing adequate 
memoranda to 


vouchers, bills and other 
establish the fact of the 
expenditure and to show that the expenses 
were reasonable and paid or 


rectly for the benefit of the employer 


incurred di 
This 
type of accounting to a field representative 
ot the Internal 
years late 


Revenue Service several 
much more difficult than 


a reasonable accounting to the employer 


may be 


* Code Sec. 22(b)(1)(B). 
Mim. 5947, 1945 CB 235 
* Rev. Rul. 134, 1953-15 IRB 25 





li the employee must incur business ex 
penses for which he is not reimbursed, he 
“fringe benefit” if there 
iS an appropriate provision in the corporate 
minutes, employment contract, or other 
written document that the employee is au 
thorized and required, as a condition to his 
job, to incur certain 
behalf. Che 
be able to 


will have secured a 


expenses on his em 
will then 
expenses on his 
individual return, above adjusted gross in 
come for 


ployer’s employee 


deduct such 
expenses, of 
while 


gross 


meals and 
from home, or below 
entertainment 
and other expenses.” On the other hand, 
if the authorized the 
employee to incur nonreimbursed expenses 
on his behalf, held that the 
employee could not deduct them at all, on 
the grounds that 


travel, 
lodging away 
adjusted income for 
employer has not 


cases have 

were not his ex- 
There is a presumption that pay 
ments made from personal funds are personal 
in nature 


they 


penses 0 


Revenue, 
widely 
statements 
scrutiny by the Internal 
liberal 
items specifically re 
ferred to is the expense of 


Internal 
Andrews, has 


The Commissioner of 
| Coleman 
quoted as 


been 
regards his public 
with respect to the 
Service Ol 


One of the 


Revenue expense ac 


counts 


a wife attending 


a convention of a business o1 


professional 


group. In spite of the general reports, it 


is believed that there will be many instances 


where the expense of a wife accompanying 
her husband on a particular trip should and 
will actually be allowed as a deduction for 
business purposes. In the 
ployer 


entire 


case of an em- 
reimbursing the employee for the 
a particular 


including the wife’s expenses 


cost of attending 


busi 
ness meeting, 
there may or 


to the 


taxable 
employee If, in the 


may not be income 


employer’s 
judgment, the wife’s presence at a particula 
meeting is deemed to be good business, the 
Internal Rev 


authority to 


statute does not provide the 


enue >ervice with question 


that judgment 
The Commissioner of 
that 


Internal Revenue 


has himself said 


many have 


people 
misinterpreted his intention with respect to 
expense accounts It is not his 
to try to tell 


business, 


intention 
how to run thei 
what 


anybody 


what they should 


should 


spend, 


they spend it tor, or in any way 


interfere with established and accepted com 
What the Internal Rev 
enue Service is after is to see that business 
people do not 


mercial practices 


abuse the privilege of tax 


% 1. T. 3728, 1945 CB 78 


” Andrew Jergens, CCH Dec 
806 (1951): Hal EF. Roach 
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18,627, 17 TC 
CCH Dec. 6348, 20 


December, 


1953 @ 


deductions. Their position cannot be 
tioned when they say that 
not be saddled 


The question of what is a personal expense 


que S 
business should 
with personal expenses 
and what is a business expense is the impor 
tant thing, 
undet 


and that will have to be decided 
the circumstances in each individual 
In acknowledging that there will be 
instances where the expense of maintaining 
a private yacht 
expense, the 


case 


will be a proper business 


Commissioner has not said 
either that the cost of maintaining all yachts 
will or should be allowed as tax deductions 
or that in no instance will the 


taining a yacht be so allowed 


The philosophy of the Internal 
Revenue Service appears to be that if busi 


cost Of main 
basic 
ness people are allowed to deduct personal 


expenses in determining the taxable 
derived from the c 


Income 
mnduct of their business, 
they unload upon all of the rest of the pe 

ple ot the country a good deal of the cost 
of their personal pleasures. In 
of the fact that 


the income tax paid in this 


recognition 
over OU per cent ot all of 
country is paid 
and practically all 
said 
indirectly through the 


by average individuals 
ot the 


them 


rest of it can be to be paid by 
prices ol re 
products they buy, it is just ordinary 

Internal 


position that the 


ness tor the 
take the 
and the 


Revenue Service to 


average taxpayer! 


average consumer should not be 


asked to pay for the pleasures of others 


There has been considerable 


speculatior 
as to the future 
adopted by the 


in this 


will be 
service 


procedures which 


Internal Revenue 


regard Because of the variety ot 


actual situations encountered, it appears 


1 


unlikely that mucl an | iccomplishe¢ 


through specific 


revenue rulings. It is more 


likely that the general principles will be 


stated in the form of instructions to field 


agents, leaving to the 


their 


application of 


judgment in considering the facts in any 


individual case whether or not the 


item 1S 


1 bona-fide business expense or 18 a lis 


guised personal expens« 


Sickness and Accident Benefits 


Vhre« general methods, used by em 


ployers to provide sickness and accident 


benefits to underwrite 


employee contributions ot pay premiums on 


hi mploy ees, are to 


a plan to provide such benefits, to pay bene 


its in excess of those provided by regulat 


insurance or state workmen’s compensa 


tion statutes. or to act as self-insurer under 
BTA 919; Schmidlapp v. Commissioner 
" 9285, 96 F. (2d) 680 (CCA-2); 
well, CCH Dec. 16,840(M), 8 


, a1 ust 
John O. Maaz- 
TCM 151 (1949) 
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some It is conceded 
deduct 
such payments as 

other 


long as he can 


kind of company plan 
that the employer 
any and all 
pensation or 


may the cost of 


either com 
business 
that 


are ordinary and necessary. 


expenses as 


show these expenses 


It has been held that, where 


assumes his 


the employe 
employees’ contributions to a 
accordance 
with the New 
York, the payments are not 
includible in gross income of the employees, 
not subject to withholding.“ Un 
state law, the 
he right to 


plan Io! benefits in 


disability 


laws of a state, such as 


amounts of the 


and are 
j 


ler the employer was given 
from his 
ruling, the 
of that liability by the employe: 


resulted in 


require contributions 


employees, and, prior to this 


assumption 


would have income to the em 


Contributions by the employee 


required tor plans in existence 


New York 


\ previous ruling concerning 


sor to. #1 


p o the enactment of the 
law in 1949, 


these particular plans held that employees 


re ived no taxable 


time the 
contributions to the plan 


Service 


income at the 
made 


tions, in consideration of 


purchase group medical care and 


spitalization insurance for their employees, 


e premiums paid by the company are de 


juctible as ordinary and necessary busi 


ess expenses and do not represent taxable 


\ 1 
come to the employees 


Basically, the ground for excluding from 


taxable Income 


amounts received by em 


ployees under programs sickness 


providing 
t] 


ind accident benefits is le Specihc provi 


the statute excluding trom incom« 


through accident ot 


, ] 
its received, 


insurance or under workmen’s com 


pensation acts, as compensation for personal 
njuries or sickness, plus the amount of any 
damages received whether by suit or ree 


ig 
on account of such injuries or sick 


me d by the 


Rulings issuc Internal 
uring the current 


> 
Revenue Service 


(C)¢ tobe r)* 


month 
under the 
will be 


amounts which are to be 


emphasize that, con 


fines of the present law, it 


l neces 


sary fot excluded 


rom taxable income to be received in some 


rm of health or accident insurance It 


nay be necessary to establish a 


program 


which bears some semblance of an insut 


yperation even though the normal pro 


ince 


cedure might be for the employer to merely 

Rev. Rul. 130, 1953-15, IRB 6 
I. T. 4010, 1950-1 CB 30 

‘]. T. 4075, 1952-1 CB 13 

“Special Ruling, dated 

* Code Sec. 22(b)(5). 

* Rev. Rul. 208 and 209, 
I. T. 4056, 1951-2 CB8 


October 26, 194: 


1953-21 IRB 1 
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make direct payments as the 


justify. 


circumstances 
Ultimately, it may be that a more 
logical result can be achieved through amend- 


ments to 


the basic provisions of the law 


Miscellaneous Employee Benefits 


language in a issued 
1951," it 


employe 


From. the ruling 


during appeais possible for an 
to grant a tax-free fellowship to 
in employee or his child provided that the 
fellowship is used the bene 
ficiary’s educational development and train 
ing, the 
the 
fellowship, however, even to 


strictly for 
obtain a degree If 
performs 
period ot the 
the 


on some 


such as to 


recipient any services during 


work 
project which will only indirectly 


benefit the company, the tax-free status may 
be denied.” Some 


extent of research work or other 


solved 
tax-exempt 
fellowships or scholarships. 


companies have 


this problem by establishing a 


foundation to pay 


Che latest decision on Christmas gifts, 
in 1953, was that they could not be 
excluded from the employees’ gross income, 


though the 


entered 


even employer 


lengths to reate the 


went to some 
impression that the 

The distributions 
were approved by the stockholders as gifts, 
lesignated as 


payments were 


girts 


gitts in a statement to em 


ployees, and vere 


charged to surplus in 


stead of to « x pense These payments were 


length of 
there is 


based upot salary, service and 


employment, 


however, and 


wuithority that, on a 


some 
similar set of facts, 
nondiscriminatory 

ld not bye 


hi 


equal and payments to 
taxable.” A 


indicated that the 


the payments on its 


empl yvees num 


ne o1 


asses tact 
compensation paid is 
evel pe not 


““giits 


1 
maica 


tive rhaps conclusive, that 


ie payments 


Suggestio Wi I represent wage sub 


though the 
and the 


ject to withl ld even SUR 


gestions were voluntary 


company 
awards At 
the Social 
presumably the 
apply for 
purposes The 


that 


had not agreed to 


} 
least, 


pay the 


this 


Was SO decided undet 


Act,” 


rule would 


security and Sami 


tederal 
this 


made in 


income tax 
basis fot decision is 


suggestion awards are con 


nection with and 


as a result of the employ 
There is also little 
prizes, 


ment relationship 


hope 


4 excluding Supreme 


since the 
* Robert F. Doerde, 
TCM 475 (1952) 
18,806, 17 TC 1386 (1952) 
” Painter 1 Campbell, 53-1 stc § 9274, 110 
Supp. 503 (DC Tex.) 
*I. T. 3726, 1945 CB 
Supply Company, CCH I 
S.S. T. 232, 1937-2 Cf 


CCH 


Nphraim 


Dec. 18,965(M), 11 
Banks, CCH Dec 


63: Greenville 
‘c¢. 66. 1 
156 


Textile 
BTA 152 


ye 
> 
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Court recently held that a prize was tax 
able as payment for services rendered, even 
though the payee was not an employee but 
a winner of a symphony contest sponsored 
by a philanthropist.” If compensation, in 
cluding awards, is received in 


prizes and 


property rather than in 
market value of the 
cluded in the 


employer is 


money, the fan 


J 


property is to be in 
income The 
deduct the full 


taxed to the em 


employee's 
entitled to 
amount of compensation 


ployee, even though this amount exceeds 


cost 


One of the items listed in a recent 
Department Bulletin ™ as 


gross 


Navy 
an exclusion from 
income is “Cost to Government for 
transportation of 


hold 


dustry 


dependents and house 


effects.” Employees in private in 


who move for their employer's 
convenience should also be able to exclude 
the portion of the 
their immediate 


goods and pel sonal effects 


reimbursement used to 


transport family, household 

There are, how 
some rulings indicating that 
the taxpayer is a member of the 


a civilian employee of the 


ever, whether 


armed 
torces, govern 


ment, or an employee in industry, 


deducte d, and 


private 
the cost of moving cannot b« 
recelve ad 


any reimbursement or allowancs 


by him is taxable 


Suggested Statutory Changes 


of the tax significance 
of various kinds of fringe benefits provided 
for employees, it appears that some of the 
difficulty statutory 
statement of what is to be included in gross 
that 
justly taxed would be 


From this review 


arises from the broad 


mcome It is believed income whicl 


can be reached if the 


statute were amended to provide for the 


inclusion with respect to services rendered 


as an employee only “unrestricted amounts 


received in money or-.other property as 


consideration for” the 
this 


services The sig 


nificant words in clause are “unre 


stricted” and “consideration.” 


As a matter of equity under 


present day 


commercial practice, an employee should 


not be required to pay a tax with respect 


to amounts expended for such items as club 
1 
aues 


where is made at the 


W here 


counted tor 


the expenditure 
direction of the 


the S¢ 


employer 
expenditure S are specihe ally 


to the employer and th ploy receives 


Robertson v I 

S. 711 

I T. 3795, 1946-1 CB 15 

‘**Federal Income Tax 
November 10, 1952, p. 13 
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dated 
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a reimbursement, the cost of the reimburse 


ment is an ordinary and necessary business 
should not 


expense to the employer and 


be included in the income of the 


There are many other types of 


taxable 
employee. 
business, travel and entertainment expenses 
W here 
an employee receives an amount of money 
to reimburse 


which fall into a similar category 


him for an 
curred at the specific 


expenditure in 
direction of the em 
ployer, or consistent with a general policy 
laid down by the employer, the employe: 
has not received an “unrestricted” amount 
and the statute is deficient if it is susceptibl 
of an interpretation which 


upon 


requires the 


imposition of a tax such amounts 


The word 
order to 


“consideration” is significant im 


exclude certain types of contro 
versial receipts such as gifts, and, also, t 
provide a basis for eliminating from tax 
able income benefits provided by the em 
ployer as part of the employee’s tools o1 
working conditions An 


provide an 


employer may 


employee with a palatial resi 


dence because it is considered to be good 
yusiness to have the employee 


prommence in the 


maintain a 


position ot community 


In many instances, such living quarters are 


prov ided solely as 
] 


he fulfillment of a particular capacity and 


a condition surrounding 
not as consideration for the services actually 
rendered About the that 
all over the ec were 
individual 
returns, 


time business 
untry 


1952 fede 


preparing 
rai ll Ine tax 
one of the popular magazines pul 
shed an article entitled “Expense-Account 
\ristocrats.”™” Because of misconceptions 
resulting I 
article, it 


from informal discussions of the 


probable that many paid mors 


1s 
c> 


tax for 195 


than the law actually required 


The basic fact which is not always appré¢ 


} 


ciated is that the peopl 


living on an ex 


pense account 


are doing it because of the 


requirements of business and their pai 
ticular positions. In most cases, they might 
actually prefer to live their lives in 


own way and to pay the cost of living from 


tne. 


their own net incomes, 


f the 


but the requirements 


job will not permit 


them to do so 
\s previously stated, the present tax struc 
ture results in an 


+ 


unbearable cost whe 
amounts are erroneously treated as compen 
sation 


Businessmen with expense 


sympathetic 
They 


account 


problems need 


understanding 


received mucl 


[The End] 


I. T. 3022, XV-2 CB 76; O. D. 1135, 5 CB 174 
* Life, March 9, 1953, condensed in the June 
> ue o: Readers’ Digest 


and assistance have 


undeserved criticism 
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Deferred Compensation Plans 
for Executives 


Someone IS NOTHING so valuable t 
top-flight 
The judgment they 


business enterprises as really 


executive managemen 


exercise and the decisions they make at 


magnified by the numbers and energies ot 


ie men under them 
, 


ave iong 


Boards of directors 


recognized that it is a false thrift 
economize on the 


im the 


salaries of key men 


large numbers of 
Sto k 


executive 


profit-sharing, 
other 
personnel that have been 


recent 


onus, option and incentive 


plans for 
put into effect in 


that shareholders are 


years, it can be 


also yong a 


There is currently very keen competition 


unong companies [or rsonnel 


executive pt 
vho have proven themselves or have shown 


ood promise It is no 


longer enough 


merely to increase the salary or bonus or 


write a share of the profits 


into the 
High income tax rates 
leave him very little of any additional com 
At current rates, if he is 
ried and receiving a $100,000 salary, 


xecutive’s contract.’ 


pensation mat 


and we 
outside 
his exemptions and 


assume that his income wipes out 


deductions, at least 77 
per additional 


United States 


cent ot any compensation 


Treasury and at 


per cent to him. These con 


At this 
Code Se 


point, perhaps, we should note that 
117(p) was added by Sec. 329 of the 
Revenue Act of 1951 in order to relieve some re 
sults which the Senate Finance Committee 
thought unduly harsh.’ It appears to 
have been added for the benefit of one person 
but, n that it is part of the law, perhaps 


others may find occasion to use it Sec. 117(p) 


were 


provides 


Amounts received from the 
release by an employee 
years’ employment 
after 


assignment or 
after more than twenty 
of all his rights to receive 
termination of his employment and for a 
period of not less than five years (or for a 
period ending with his death), a percentage 
of future profits or receipts of his employer 
shall be considered an amount received from 
the sale or exchange of a capital asset held 
for more than six months, if such rights were 
included in the terms of the employment of 
such employee for not less than twelve years 
and if the total of the amounts received for 
such assignment or release are [is] received 
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By WILLIAM C. CHILDS 
Hopkins, Sutter, Halls, DeWolfe 
& Owen, Chicago 


ditions result in a great deal of pressure 


exerted on employers to work out 
methods of 
will 


being 


new compensating executives 


which prove attractive taxwise. 
Phat the 


have 


innovations which have resulted 
been inspired in large part by confis 
catory tax rates need not necessarily 
that they are 


mean 
“‘oimmicks’” ” 
motivations or c 


without other 
substance 
inventions of value 
in the personnel and tax fields, just as she 


can in science 


misequences oft 


Necessity can mothe 


One of the developments which this pres 
sure has brought is the deferred-compensa 
tion plan. What the 
such a 
that he or his 
compensation so 
not be 


employee would like 


under plan is a 


present certainty 
receive the 
that it will 
alter retire 
ment, disability or death, when the need ts 
greatest and the tax 


ieast On the other 


will 
deferred but 
until 


beneficiary 


taxable received 


burden would be the 


hand, what the em 


in one taxable year and after the termination 
of such employment 

An employee who has more than 12 years to 
zo before retirement and who has served his 
employee at least eight years can look forward 
to making use of this section of the Code, if he 
enters into a centract now which will entitle 
him to receive a percentage of his employer's 
profits for at least a five-year period after the 
termination of his employment. 

See Time Magazine, August 24, 


1953, at 
74, ‘‘Executive Pay, The Great 


p. 74, Game of 
Gimmicks 

Spreading the receipts of the fruits of labor 
is not always looked upon as a tax ‘‘gimmick."’ 
On the personnel side, it is to be noted that 
many pension and retirement plans antedate 
the income tax laws. Furthermore, in the 
Code, see, for example, Sec. 107 for spreading 
present receipts back over the years when the 
work wes done, and Sec 22 covering the net 
operating loss carry-over deductions which have 
a similar effect; and see, also, Regs. 118, See 
39.23(a)-9, relating to deductions for pensions 


1007 





ployer 
would 


ould like s tne < irance that lhe 
have the 


services of the 


wishes and an immediate 


executive 


long aS he 


for as 
tax deduction tor the 
the liability to pay, or 


at a future dat« 


present accrual of 


provide 


Such a 


composite 

only through 
plan qualified under Section 
Internal Code It 
that the requirements of thi 


so restricting that it does not offer a solution t 


present, but 


Revenue 


the problem of dealing with the key execu 


tive That conclusion deserves examination 


QUALIFIED PLAN 


Section 165 (a) requires thi 


shall not discriminate in 


such as our executive. 


lave 
ol empl yees” or in contributions 
benefits provided for participants S 

plan is also quite inflexible; it must be pet 
key man if 


being hired for a short pet 


manent;” it 


may not cover the 


he is 


being 


spread Over a broad base, 


costly to the employer , These 
quirements which are generally co 
to render qualified plans ul acceptable 


solution of the executive’s problem 


With regard to the 


feature, it 1s 


riminat 

also provided in the law that 
no plan shall be deemed discriminatory as 
limited to 


employees or as to contr 


to coverage if it is salaried 


ibutions or bene 
fits if they bear a 
the total c« 


Employers who 


uniform relationship to 
mipensation of the 


do not 


emi] loy« es 
have qualihie d plans 


in effect should make 


plan could not 


that such a 


executive prob 


certain 
solve thei 
* Code Sec. 165(a) (3) 
Code Sec. 165(a)(4) 
Regs. 118, Sec. 39.165-1(a)(3) and Rev. Rul 
33 (Pt 2(e)) 1953-6 IRB 47 and citation 
therein; but the plan can be 
business necessity 
™ Most plans requir 
eligibility and vesting 
*By Rev Rul. 185, 
September 9, 1953 
formulas, which 
value of trust 
living index 
165(a) 
’ Code Sec 
Qualified 


discontinued for 


some service period for 
1953-19 
pension 
fluctuate 
assets or a 
may 


IRB 7 
plans with 
with the market 
recognized cost-of 
be qualified under Code Sec 


ssued 


benefit 


165(a)(5) 
plans have been 
are for salaried persons in 
which achieve highly 
company executives 


observed 
small companie 
beneficial results for the 
While the old 30 per cent 
rule, set up by I. T. 3674, 1944 CB 536, was 
later revoked by I. T. 4020, 1950-2 CB 61, as a 
result of Volckening, Inc., CCH Dec i og ee 
TC 723 (1949) (Acq. 1950-1 CB 5), it is still 
often used as a rule of thumb which evokes 
further questions, if violated Of course, it 
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December, 
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No plan shall be deemed 
discriminatory as to coverage if it 
is limited to salaried employees 
or as to contributions or benefits 
if they bear a uniform 
relationship to the total 
compensation of the employees. 


also. Tl 
employer is 


has share 


Here 


lems 


holde I 


rement ot 40 pert 
rate tor the five 
retirement For 
is $100,000, 
of $40,000 per 


sharing plan, 

participation coul 
the trust, under the plan, for | 
would accumulate tax-free ot 
share of the fund 


Under either of tl! » two 


time of his separation from the service 


the employer, he could, if the pl 
it, take 


lump sum 


plan allowed 
down his i in the pl 
at long-term capital 
Under certain circumstances, if 
tributed securities of his employer, 


| 


have the added tax break of 


until he sold the 


report, 


ippreciation in the value of 


which may have occurred betv 


the trust acquired them and 


disposed of them = It is 
must not amount to a 
tribution of 


subterfuge for the 
profits to shareholders (Regs 
a)) A plan which is ruled 

bird in the hand 
between a large sto 


< 6 145.1 
SOC ‘ ibo- 1 


fied is a whereas a 
kholder and his comp 
always suspected as being since 
not actually an arm’s-length transaction 

' Assuming provisions which are not at pre 
ent out of line 

2 Fifteen per cent of his total compensation 
(Code Sec. 23(p)(1).) 
Code Sec. 165(a) 
Code Sec. 165(b), subject, however, in the 
pension plan to the limitations of 
Mim. 5717, 1944 CB 321 Sometimes it is as 
serted that pension-plan payments are not 
properly made in a lump sum at retirement 
but there is nothing in the law or regulations 
to indicate that lump-sum payments under pen 
sion and profit-sharing plans should be treated 
differently and Regs. 118, Sec. 39.165-1(a)(2) 
specifically recognizes that pension benefits may 
be paid ‘“‘upon retirement or over a period of 
vears after retirement : 

Code Sec. 165(b) 


illusory 


4 


case of a 
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at he could direct the 
held for 


self create the 


investment of the 
trust, 
enterprise in 


tunds him in the and him 


which sucl 


invested.” Of course, such bene 
handedly 


participants in such plans, but, 


funds are 


ts must be 1] 


even held out to all 


by and large, 
t interest to those | 


ylems 
ppears Value ot 


leath benefits granted under 


plan 


a qualified pension of fit-sharing 
] } 


idibl 1 the ate of the decedent 


the Sting 
Revenue 


Section 22 (b) 


rviving beneficiary undet 


uity may recover! 


ot the annuity 
d from the dece 


sucl 


(+} 
himself 


advantages 


a qualified ich are of special 


to an executive employee, there is 

Rev. Rul. 33, 
Pt 5 indicates 
properly 


1953-6 
that all 
given the 

investments of 
only limitation on 


IRB 47, at par. (q) 
participants may be 
right to direct the trustee 

heir respective interests 
investments under the 
law (under local trust law or the provisions 
€ nstrument, there 


as to 


may be other 
3) related to acquisitions by the 


or securities of the 


limita 
trust of 
employer (regs. 118 


165-1(a)(6) and PS 49, dated June 16 


grounds that the 

benefits with his services and 

able right i the 
beneficiary Estate of 
16,657(M), 7 TCM 759 


employee has paid 
there is 
third-party death 
Leoni, CCH Dec 
(1948), but see 
53-1 us § 10,892, 111 F 
(DC Ky.), for arguments to the contrary 

*Sec. 303 of the Revenue Act of 1951 added 
Code See. 22(b)(2)(C) and amended Code Sec 
113(a) (5), effective for taxable years ending 
fter December 31, 1950 See, also, Rev. Rul 
158, 1953-17 IRB 18 

Code Sec. 22(b) (3) 

Sec. 302(a) of the Revenue Act of 195) 
effective for taxable years ending after 
ber 31, 1950 

Regs. 118, Sec. 39.22(b)(1)-2(b) 

*Freyburger, ‘“‘Employee Benefit 
ibility of Death Benefits 
Vagazine, November 
Cutler Deferred 


Hanne? 


Supp. 52 


Glenn, 


Decem 


Plans—Tax 
TAXES—The Tas 
1945, p. 962: Lourie and 
Compensation Agreements,’ 


Sixth Annual Federal Tax Conference 


another recent development 
(1) (B)* was also added by the 
Act of 1951 Under that and the 
regulations to it,” the first $5,000 
paid to a death beneficiary out of a qualified 
trust is not 


Section 22 (b) 


Revenue 
section 


relating 


includible in the beneficiary’s 


gross income 


The foregoing discussion concerning qual 


fied plans should at least cause employers 


oO pause before putting ceilings on the top 


benefits available under their plans and, also, 


{ 


: ; 
should cause the 


executives themselves, in 
entering into individual deferred-compensa 


tion contracts, to | 


hesitate before cutting 


themselves out of benefits under existing 


or future qualified pl 


ans 


DEFERRED COMPENSATION PLAN 
FOR THE INDIVIDUAL 


Assuming that a qualifed plan will not 


the problem or requires supplement 


order to do so, what are the possi 


of deferring compensation by means 


individual arrangement ? 


In an area sucl this, where there is 


tively littl C law to ust 


a guide, and oft that is conflicting, 


1 


there Nas 


been a large volume of articles 


and texts published on the subject.” It is 


the purpose of this article to give a review 
the various factors which should be con 


sidered in arriving at a 


satisfactory and 


effective arrangement between the executive 


and his employer 
TA The Taa Vagazine, December, 1947 
Blodgett Deferred Compensation of 
Executives,’’ Proceedings of New York Uni- 
versity Sixth Annual Institute on Federal Taxa 
tien, p. 764: Blodgett Recent Developments 
Concerning Deferred Compensation Plans,’’ Pro 
ceedin-1s of New York University Seventh An- 
nual institute on Federal Taxation, p. 1093; 
Rudick Income Taxes and Deferred Compen 
sation Agreements 1948 University of Southern 
California Tax Institute; Allison 
Pensions Without Section 165,’ 

York University Eighth Annual Institute 
on Federal Taxation; Clarke, Deferred Com 
pensation Contract for Services,"’ Proceedings 
of New York University Tenth Annual Institute 
on Federal Taxation; Eisenstein, ‘‘A 
Deferred Compensation,”’ 4 Tax Law Revieu 
391; Lasser and Casey, Executive Pay Plans 
(1951); Latham, “Income Tax Deductions of a 
Decedent 1950 University of Southern Cali 
fornia Tax Institute, p. 513 Fraider “Tax 
Consequences of Individual Pensions, 1951 
University of Southern California Tax Institute 
p. 127: Comment, “‘Constructive Receipt,’’ 45 
University of Illinois Law Review 77; Barrett 
‘Current Developments in the Deferred Com 
pensation Mystery,'’ Proceedings of New York 
University Eleventh Annual Institute on Federal 
Taxation, p. 113; Tarleau The Problem of 
Compensating Executives 1953 University of 
Southern California Tax Institute, p. 149 
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p. 1G77 


‘Executives’ 
Proceedings of 
Ne u 


Case of 





Voluntary Payments by Company 
Where a paid by 


one to whom services have been rendered, 
it is deductible by the former employer as 
paid 


basis 


voluntary pension is 


* and includible in income by the cash 


pensioner, as received.” Since it is 


considered to be further compensation for 


services already rendered, it must be rea 

It is quite clear that an executive 
find it 

the continuation of a 


w 
tice 


sonable.” 


would not attractive to rely upon 
demonstrated 
or a revocable statement that he could ex- 


pect his employer to 


prac 


give him a fitting pension 


It is quite 
untarily t 


common for an employer vol 


continue salary payments to the 
other 


widow or 


dependent ota decedent 


employee Reve 


In such case, the Internal 
ruled that sucl 
includible in the 
income.” It well be, 
the still hold such pay 


ments to widows of deceased employees to 


nue Service has recently 


payments are beneficiary's 


g2rTross 


that 


may however, 


courts will 


be gifts when the 


requisite donative intent 


is shown.” If such payments are in recog 
nition of the services rendered by the dec« 
reasonable, and continue only for 


“a limited period,” they are deductible by 


dent, are 


the employer.” 


Since by hypothesis there is no enforce 


them, the 
payments to her is 


able right in the widow 
value of 


to receive 


these salary 


not includible in the employee’s estate tot 


estate tax purposes.” 


3 Regs. 118, Sec. 39.23(a)-9 

* Regs. 118, Sec. 39.22(a)-2 

* Code Sec. 22(a). 

*% It is recognized that such a 
give rise to an enforceable 
the employee who is retired 
of Willoughby Camera 
sioner, 42-1 ustc J 9242, 125 F. (2d) 607 (CCA-2) 

271. T. 4027, 1950-2 CB 9, applicable for 
payments received after December 31, 1950 
Under a prior ruling, I. T. 3329, 1939-2 CB 153, 
such payments were considered gifts and not 
includible in income by the _ recipient See 
Aprill, CCH Dec. 17,275, 13 TC 707 (1950) 
acquiesced in by the Commissioner (1950-2 
CB 1) after I. T. 4027 was issued, indicating he 
would follow I. T. 3329 (1939-2 CB 153) for 
transfers prior to 1951 However, continued 
payments of salary after death to a widower's 
estate rather than to his widow are not gifts 
even under I. T. 3329. (Estate of Bausch, CCH 
Dec. 17.728. 14 TC 1433 (1950), aff'd 51-1 vus1 
7 9146, 186 F. (2d) 313 (CA-2) In that case 
they were held a reward for services rendered 
by decedent and taxable under Code Secs, 22(a) 
and 126(a).) 

2s Bogardus v. Commissioner, 37-2 ust« 
302 U. S. 34: Macfarlane, CCH Dec 
TC 9 (1952) (Acq. 1953-6 IRB 1). 

2% Regs. 118, Sec. 39.23(a)-9. The amount so 
paid taken together with what the decedent 
was paid must be reasonable—a question which 
rarely arises except when decedent or his 
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practice could 
obligation to pay 
under the theory 
Stores Inc. v. Commis- 


| 9534 
19,235, 19 


December, 1953 ®@ 


Life Insurance 


The payment of premiums on a life in 
surance policy on the life of and on behalt 
of the executive results in income to him to 
the extent of the premium and, if the pre 
mium together with his other compensatior 
is reasonable 
rendered, the 
deductible by the employer 
the employer is 


and is for actually 


premium is 


is paid, unless 


Services 


amount of the 


indirectly a 
Even 
amounts paid as premiums 
must be 


directly or 


beneficiary under the 


policy under 
a qualified plan, 
for life 
employee's 


paid Ct 


insurance included in the 


income as the premiums are 
course, the amount of such in 
surance would be includible in the employee's 
gross eState tor 


estate tax under 


His wido 


would receive the pri 


purposes 
Section 811 (g) of the Code.” 
or other beneficiary 
cipal proceeds of the policy free of income 


tax under Section 22 (b) (3) 


This is clearly not attractive to the 
tive He 


compensation 


execu 
could do as well 


and 


receiving the 


‘ 


buying his ov 


1 
mM poucy 


Annuities 


Employee’s income tax.—lIf an 


buys an annuity contract for 


employe 


an employe 


rights, the pre 


giving the 


employee vested 


mium 


payments made thereon by the em 


ployer are income, taxable to the employee 


as they are 


made. This result is 


required 


beneficiary are substantial stockholders in em 
ployer. (McLaughlin, Gormley, King Company 
CCH Dec. 16,622, 11 TC 569 (1948); Frederick 
Pfeifer Corporation, CCH Dec. 17,584, 14 TC 569 
(1950).) The maximum which will be allowed 
for the ‘“‘limited period’’ will probably be in 
the neighborhood of two or three years though 
the courts hold that the facts of each case are 
controlling. (2. Putnam, Inc., CCH Dec. 17,785 
15 TC 86 (1950) (Acq. 1950-2 CB 4).) Limited 
periods’’ allowed as_ follows: McLaughlin, 
Gormley, King Company, above (29 months) 
I. Putnam Inc., above (24 months). [f. T. 3329 
cited at footnote 27 (23 months) Where no 
definite limitation is placed on the period of 
payments to the widow, the court may allow 
none of the payments as a deduction. (W. D 
Haden Company, CCH Dec. 15,103(M), 5 TCM 
250 (1946), aff'd, in part, and rev'd, in part 
on other issues, 48-1 ustc § 9147, 165 F. (2d) 
588 (CCA-5).) 

" Estate of Messing, CCH 
TCM 568 (1948). 

“Gc. CC. M. 8432, 
Regs. 118, Sec. 39.24-3 
2 Regs. 118, Sec. 39.165-6(a)}(3)(i) and (ii) 

% Under Regs. 105, Sec. 81.27(a), the decedent 
is deemed to have paid for the insurance, if 
his employer pays the premiums as compensa 

tion for services 

“Of course, a better result may be obtained 
if the employer and employees buy group life 
insurance 


Dec. 16,553(M), 7 


IX-2 CB 114 (1930), and 
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by Section 22 (b) (2) (B) which was added 
to the Code by the Revenue Act of 1942. 
This has been said to be declaratory of the 
law as it existed at the time of the change.” 
It is true even if the 
able, cannot be 


or cash 


annuity 1s nonassign- 


commuted and has no loan 
surrender value If the employer 
pays premiums for an employee on an an 
nuity contract which the employee may lose 
for breach of a condition— 


in other words, 


an annuity which is 


contract forfeitable— 


he amounts of such are 


premiums 
taxable 


not in 


cludible in his income as paid 


With that background in mind, what is 


the income tax result 


to the employee if 
the emplover buys a single premium life 


annuity contract on the life of the employee 


and retains all rights and benefits under it 


until when, as the em 


several years 


the 


‘ia 
later 

ployes 
} 


retires, delivered to 


lim as his pension arrangement his was 
decided Elhott ( Morse.” The 
Tax Court heid, recognizing that its dete 
mination 


contract 1s 


recently in 
harsh and with 
that the full 
contract Was 

1943, when it 


to him by his 


Was 


four judges 


dissenting, value of the entire 


annuity taxable to the em 


ployee in 


was endorsed ovet 


employer. The Court of 


A ppe als tor the 


Second 


Circuit 


afhirmed 
The bases of the decision were (1) 
’ 


received 


that the 
1943 
taxable under broad pro 
Section 22 (a) of the Code 


employes valuable rights in 
vhich were 
visions ot 


and 
2) that the 


Section 22 (b) 
(2) (B) on annuities were not applicable 
Judge Frank in the 


interesting He 


prov wmions ot 


The reasoning of court 


I appe als is said the 


employee was not given “the tiniest vestige 


ot a legal 


1943 and 
in 1943 be 
Che implication is that if the 
forfeitable 


he time the 


interest in the annuity” before 


therefore, how cx 


uuld his rights 


said to become nonforteitable 
had 
annuity at 
paid up the single 
premium, then the entire value of the policy 


employee 
some rights to the 


employet 


vould not have dropped into the 


the 


income ot 


Hie employee mn year th ghts be 


came This is borne out by 


nonforfeitable. 


the regulations which Say 


‘If the employee’s rights under the an 


wh 


nuity contract in such a case were forfeit- 


5 TC 1325 (1946) 
§ 9107, 159 F. (2d) 121 (CCA-1) 
This was not a retirement annuity and the 
court made mention of the fact. In 
Oberwinder v. Commissioner, 45-1 § 9165, 
147 F. (2d) 255 (CCA-8), it was a contract for 
n annuity for life beginning at age 60, and 
the same result was reached 
Hackett, cited at preceding 
mnuitant did however 
designate beneficiaries 


® Hackett, CCH 
iff'd 47-1 


Dec. 14,899 
uUSsT« 


some 


usT« 


footnote 
have the 


The 
right to 


Six h Annual Federa! Tax Conference 


able at the time the employer’s contribution 
was made tor the annuity 
though they become 
the amount of 


contract, even 
nonforfeitable later, 
such contribution is not re 
quired to be included in the income of the 
employee, but any amount received or made 
available to the employee under the annuity 
contract shall be includible in the gross 
income of the employee in the taxable year 
in which received or made available. 


When the employee receives annuity pay 
ments, the familiar 3 per cent rule applies. 
It is designed to the annuitant to 
tax-free, provided he in 
cludes in income for each year that portion 
of the annuity which represents 
3 per such For such put 
to him is deemed to be the 
of the contributions he has made 
the premium payments, plus the 
amounts contributed by the employer which 
were included ‘ 


enable 
recoup his cost 
payments 
cent ol 
the cost 


cost.” 
poses, 
aggregate 
toward 


in the employee’s income.‘ 


Employer’s deduction.— Under Section 
23 (p) (1) (D) of the Code, the employer’s 
contributions under an annuity plan which 
is not 1 under Section 165 (a) 


qualified 
deductible by the employer in the yea 
paid 1 the 


are 


when 1 if employee's rights to such 


contribution are nonforfeitable. 


An individ 
ual contract for deferred compensation is 
considered a “plan” under this section.” Ii 
the employer pays premiums on an annuity 
contract under which the employee 
forfeitable rights, there is no 
that since the employee’s rights are 
If later, 


been paid on the 


has 
deduction in 
year 
forfettabl, after all premiums have 
contract, those forfeitable 
nonforfeitable, 
either 


become 
then 
then paid by 

hand, if the 


rights there is no 


deduction since contributions 


the employer © On 


are not 


the othe employer purchases 


an annuity contract on 


an employee and 


retains all benefits under it 


the rights and 
until a lates 
to the 


under 


time when it 1s endorsed over 
employee, it is 
the 


the “contribution” is 


arguable 

the that 
“paid” at the time of 
the endorsement and, therefore, is then dé 
ductible. As the Court said in the 
Morse“ case, the employer “held the policy 
as a kind of investment of 


strongly 


doctrine of Morse case 


Tax 
its own.” 


7 Regs. 118, Sec. 39.22(b) (2)-5(a). 

®*®CCH Dec. 18,759, 17 TC 1244 
53-1 { 9202, 202 F. (2d) 69 

’ Regs. 118, Sec. 39.22(b) (2)-5(a) 

” Code Sec. 22(b)(2)(A) 

*' Code Sec. 22(b)(2)(B) 
39. 22(b) (2)-5(a) 


(1952) 
(1953). 


aff'd 


uUsT( 


and Regs. 118, Sec 


" Regs. 118, Sec 
Regs. 118, Sec 


*“ Cited at 


39.23(p)-1(c) 
39.23¢p)-11 


footnote 38, at p. 1249 





Employee's estate tax.—Many annuities 
purchased by employers for employees pro- 
vide for death benefits, such as term-certain 
or joint-and-survivor annuities. If, for ex 
ample, the employee is given such an annu 
ity contract by the employer voluntarily as 
a pension and the employee has no right to 
change the death beneficiary, it is clear that 
the employee 


has no the sur 


interest in 
and that there 
been no transfer from the employee to the 


death beneficiary 


vivor’s annuity at death has 


which is includible in his 


gross estate under subsections 


Where the 
employee has a right to designate, it is 
apparently the 
Service, as stated in G. C 
whether he 
tion or 


any of the 


of Settion 811 of the Code,* 


position of th Revenue 
M. 27242,” that, 
exercises such right of designa 
the 
is includible in his estate 
that the 


“thus the 


value of the death benefit 


The 


its property 


not, 


ruling states 
to designats 


right 


and 


amount pavabk the 


| 


designated beneficiary is includible in the 


deceased employee's gross es 
tion 811 (a), (c), (d) 


Where an 


pe nsion 


tale und r Se* 
and (tf) 


emplovec elects te ake his 
payments on a joint-and-survivor 
basis but makes such tion before 

irrived at thereto 


retiremen 


he has a vested inte 


is arguable that he h: ling to transfer 
at the time of the 
that the death benefit value is 
in his 

right to 
payments after and up to his 
death are ontingen por good be 

havior, so i 


electio theretore, 
includible 
estate.* Furthermore, where his 


receive the pensioim or annuity 


retirement 


COTM pe 
part ) | valu ot the 


includible in his 


tition, etc., no 
death benefit is 
It is not a tar 


estat¢ 


step trom the toregoing to 


contend that where an election to take 


joint-and-survivor option or a righ 


nate exists after the 


vesting of rights upon 
retirement, but remains unexercised by the 
innuitant or pensioner, there is no transfet1 

* Estate of Messing, cited at 

* 1952-1 CB 160 

“ Estate of Howell, CCH Dec. 17,834, 15 Tt 
224 (1950) (Acq., as to transfers before 
7, 1949, 1953-4 IRB 1) 

“ Estate of William 8S 
17,610, 14 TC 657 (1950) (Nonacqg 
petition for review dismissed 

(CA-7): Estate of Frank M. Gordon, CCH Dec 
17,607(M), 9 TCM 424 (1950), petition for re 
view dismissed, July 10, i951 (CA-7). 

” Estate of Eugene F. Saxton, CCH Dec 
16,914, 12 TC 569 (1949) (Acq. 1949-2 CB 3 
acq. withdrawn and nonacq. 1950-1 CB 8). 

” 1953-17 IRB 18 

'‘ Bstate of Nevin, CCH Dec 
(1948) (Acq. 1949-1 CB 3) 
cited at footnote 17 
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footnote 3 


October 


Miller CCH Dec 
1950-2 CB 6) 


July 11, 1951 


16,498, 11 TC 59 
Estate of Leoni, 


December, 


1953 © 


irom him to the 


Ww hich 
death benefit te 


death beneficiary 
value of the 
be included in his estate.” 


will cause the 


It is the position of the 
that the 
October 7, 


Revenue Service 
j annuitant after 
1949, to take a joint-and-survivor 
option results in includibility in his 


election by an 


estate 
of the value of the survivor’s annuity. This 
is set forth in Revenue Ruling 158.” This is 
grounded on the reasoning that, in electing 


a joint-and-survivor the 
survivor by 


would 
enjoy, or, in the alternative, by exercising a 


option, decedent 
the 


otherwise 


transterred property to 


giving up something he 
general power of appointment under Se 
tion 811 (1) 
Where, as 
the annuitant is 
payments, the 


part of an employment con 


tract, survivol 


entitled t 


certain value of those pay 


ments is includible in the employee’s estate 
settled judi 


survive 


This is an extension of the now 


cial doctrine that the value of 
includible in the 


purchaser-annuitant.® 


rs} Ip 


benefits is estate ot the 


Income tax of the death beneficiary. 
Before the Revenue Act of 1951, survivor 


annuitants were in the same position 


I with 


regard to  includibility 


Income lO! 


Now, 


provide Ss, 1n 


income tax purposes as decedent annui 


tants Section 22 (b) (2) (C) in the 
Code effect, 


annuitant receives a new 


that the 


SUrViViIn¢e 


cost basis for the 


survivorship annuity which is the 


Sallie 


the value of the 
cludible for 


survivorship annuity 
estate tax purposes in the 


estate of the decedent-annuitant 


rhis will not always result in a “stepped-up’ 
Where the consideration paid for the 


annuity by 


basis 
the decedent is very low or has 
been completely or substantially 
before 


result in 


recouped 
by the decedent 
will 
benefit for 


his death, this pro 


vision a stepped-up basis and 


a tax the survivor-annuitant 


This assumes, of course, that the survivor! 


annuitant will live long enough to recover 
* state of A V 
411-1 ustrc § 10,040 
den. 314 U. S. 634 
stc § 10,099, 122 F 
315 U. S. 821; Hstate of 
Commissioner, 42-2 ustrc § 
386 (CCA-3) 

Higgs, CCH Dec. 18,021, 16 TC 16 (1951) 
holding that, where the decedent employee had 
paid no consideration for the joint and survivor 
annuity, the surviving annuitant received tax 
able income to the full extent of survivorship 
annuity payment under both Code Sec. 22(a) 
and Sec. 22(b)(2) (See Regs. 118, Sec. 39.22 
(b) (2)-5(e).) 


Wilder 1 

118 F. (2d) 281 
Commissioner v 
(2d) 998 (CCA-9), cert. den 
Harry L. Mearkle 1 
10,193, 129 F. (2d) 


Commissioner 
(CCA-5) 
Clise, 41-2 


cert 


TAXES —The Tax Magazine 





such basis tax-free. If the 
tant does not live long enough to do so, he 
will have paid more tax by 
stepped-up basis, since he 
include in 


SUrVivVvOor-annul 


reason of the 
will have had to 
taxable income each year an 
amount equal to 3 per cent of such stepped-up 


basis. Finally, 


decedent-annui- 
tant is deemed to have paid a large portion 


where the 


or all of the consideration for the annuity 
contract and dies prematurely, the 
annuitant would be able t 
the value of the survivorship annuity which 
was includible in the 
this 


survivor 
recover only 
decedent’s estate, and 


would be well below the 


such 
survivor-annuitant would formerly have had.” 


basis 


This new provision applies only to survivor 


annuities arising by death occur 


reason oO! 


ring after December 31, 1950 


Trust 
A nonqualified trust for the individual is 


¢ 


one of the least satisfactory solutions to the 


problem of deferring « 


First, 


are made 


ompensation 


if the contributions by the employer 


{ unde 


oa trust 


which the rights 
the beneficiary are ft 


rfeitable , no deduc 


tion may be 


taker urther, no deduction 


may be taken when rights of the em 


plovee he nonte rfeitable T 


come when de 


ferred payments are actually made by the 


empl ver 


vest completely at a time pre 


* payment to him o deterred com 
payments ther is a good chance 
onn Valu H OS¢ future 

his taxable 


CCONOTHNIIC 


since alr 
ith beneficiary 


employer and 


1S exemy 


$5.000 there 


trom gross 


(BB): 


opportunity, 


Irvivor annuity 


te recover tax 


¢ 
i 


e estate of the 


decedent 


“ This illustrates that the system of taxation 
of annuities leaves much to be desired because 
no annuitant ever dies right at the end of his 
life expectancy 

Regs. 118, Sex 39.23(p) 

% Kingsbury, CCH Dec 

(1934) (Acq. XIV-1 CB 11) 


R865 31 BTA 
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In return for the toregoing disadvantages 
the only advantage of the trust device is that 
the future payments are presently funded 
and that the executive does not have to rely 
upon the 
ployer. 


continuing solvency of his em 
In most cases, however, it is not a 
matter of to the executive 
that his employer may go under financially 


He is willing to take that chance 


serious concern 


INDIVIDUAL CONTRACT 


At this assume that we have 
enabled our executive to probe all the dead 
ends. He has found that the plan, which 1s 
qualified under Section 165 of the Code, is not 


point we 


feasible or he has found it insufficiently re 
warding to suit his purposes. The purchase 


by his employer for him of life 


insurance 

He has 
trust and the 
unpalatable either, 
employer’s point of view, becauss 
suits the executive 


on his life achieves no deferment. 
found that the 
annuity 


unqualified 
contracts are 


from the 


what loses for the em 
ployer his deduction, or, 
point of 


deduction for 


from the executive's 


view, because what obtains the 


the employer does not defer 


his own income 


Employee's Income Tax 


Now that our executive has emerged from 
the maze, he starts out on the obstacle course 
He decides that what he would like to have 
is a contract with his employer which defers 
a portion of his later 


retirement 


income to lower 


income years, commencing at 


He points out that he is 


and 


a cash-basis tax 
payvel 


suggests that a portion of what 


; 
he could otherwise receive as compensation 
until a 


is that, being on 


de rerre d by 
time. His 


currently be contract 


later position 
a cash basis, he does not receive and return 


taxable income until it is actually paid to him.” 


Cash receipt method of returning income. 
There are him out, 
which 1S James P Oates ~ 
fact situation 


receive 


several cases to bear 
the most recent of 
In that 
appeared 


case, the following 


Insurance agents com 
missions on premiums which reoresent re 
newals of policies which they originally sold 
Phese 


an agent 


keep coming in over the years after 
retires until 
those original policies 
the bulk of 


there are no more 
rene wals ot 


that 


Recog 
nizing these renewal pre 
Regs. 118, Sec. 39.23(b)(1)-2 
* Code Sec. 42(a) 
*CCH Dec. 19,049, 18 TC 570 (1952) (Nonacg 
1952-2 CB 5), appealed by the Commissioner to 
the Court of Appeals, Seventh Circuit 





miums would be payable to a retired agent 
in the first few years after 
that thereafter he would have a rapidly 
diminishing source of income, the insurance 
company set up a program by which retin 
ing agents could elect 
newal premiums over a 
time, provided that they 
before retirement. 


retirement and 


to spread their r« 


longer period of 
elected to do so 
Oates irrevocably elected 
to have his expected renewal commissions 
paid out to him over a period of 15 
instead of the nine years which it 


mated 


years 
was esti 
would otherwise have been the cas« 
Oates retired in 1944 and was paid $1,000 per 
month under the program. The Commis 
sioner claimed that he should have included 
in income for the years 1944, 1945 and 1946 
the amounts of renewal commissions which 
he would 


’ 


received in the absence of 
The Tax Court held that the 
was correct in including in income 
amounts actually 
under the 


have 
ie program 

taxpayer 
mily the received in the 
program. The court 
emphasized that, at the time of his election, 


taxable vear 
the renewal commissions were not yet due 
thereof 
fact, 


indeed the amounts 


The 


unknown was not 


were not 
that 


signih 


yet even ‘known 


howevet 


ie amounts were 


cant, since the 


amounts he received under 
the deferment program were directly related 
to the 


renewal commissions actually earned. 


From the Tax Court’s opinion in the 
Oates case, the principal thrust of the Com- 
missioner’s argument was that, since a tax 
payer could not relieve himself of the tax 
assigning income 
should not be 


self of the effect of 


burden by to another, he 


likewise 


able to relieve him 


high surtax rates by) 


deferring income from a large income yea 
The 
rejected this, saying that the cases” 
to by the attempts 
on the part of the taxpayer to escape a tax 
on the mcome 
inother, whereas, in 


to a smaller income 


veal Tax Cou 


referred 


Commissioner involved 


altogether by assigning t 


this case, taxpayer 
would pay tax on the deferred income in the 


later year 


It is sometimes argued that an intentional 


deferment of compensation on the part of 


the employee to reduce his over-all taxes 
with no other business purpose should not 


be allowed that tax effect.” In the /ree 


© Lucas v. Earl, 2 ustc 7 496, 281 U. S. 111 
(1930); Helvering v. Bubank, 40-2 uste {% 9788 
411 U. S. 122: and Helvering v. Horst, 40-2 
ustc ¥ 9787, 311 U. S. 112. 

*\ See mention of such facts in D. W 
son, CCH Dec. 14,898, 5 TC 1317 
idea and he was in control, of company-em 
ployer); Sproull, CCH Dec. 18,080, 16 TC 244 
(1951), aff'd, per curiam, 52-1 ustc { 9223, 194 
FF’. (2d) 541 (CA-6) (his idea and his company): 


1014 


Ander- 
(1946) (his 


December, 


1953 @ 


man case,” it was noted by the Tax Court 
that the taxpayer took an annuity instead 
of a lump-sum settlement for tax reasons 
The court held that he should be deemed t 
have received the lump sum for income tay 
purposes. It that the 
accounting for income tax purposes is purely 


for administrative 


is said cash basis of 


convenience and can be 
stretched too far. When the taxpayer seeks 


to change his normal business operations 
and accounting for the sole purpose of pay 


ing less taxes, the 


administrative conveni 
ence is no longer served by strictly adhering 
to the ecash-basis principle. It is argued 
that he should be taxed as if the tax-avoid- 
This 
completely fails to recognize that there may 
substantial 
than the tax 


ance device had not been employed. 


have been other 


result 


consequences, 
consequences, which 
For instance, his income may be irrevocably 
that he will be 


income is not 


deferred so unable to pay 


pre sently 


‘ 


since the 
available to 
vill have 


he tax 


him Second, his employer 


the use of the funds, the payment 
deferred 
is taking the risk that | 


be financially 


of which is Third, the employee 


1S employe may re 


able to pay such defer: 


amounts at the later 


\nother 


ito account by the 


time 


factual element wh ; taker 


courts in some ft these 


cases is the extent to which the laxpay¢ 


mav have been on both sides of the transac 


tion which he instigated 


and which hay 
substantial saving 
stockholde: 


Commissioner at 


pened to result in a 
If he is the controlling 
employer, the 
will scrutiny, 
tempted to give less effect, to the 


taxes.” 
? 7 

ot nis 

courts give 


greatet and be 


employ 
thent arrangement which defers income. O 
uurse, a sham agreement between the parties 


vill get the tax effect to which it is entitles 
namely, none 


There are two recognized doctrines whic} 


have grown up, modifying the gene 


theory of the cash-basis method of 


report 


ing income These are the constructive 


receipt theory and the economic-benefit theor 


Constructive receipt.—Th¢ 
ment of the doctrine of constructive 
is that 


| 
classic State 


‘ 


{ ' 
ecely 


a taxpayer, reporting his 


income o1 
the basis of cash receipts, may not deny the 
McEwen, CCH Dec 


15,140, 6 TC 1018 (1946) 
(at his request) 


In Oates, cited at footnote 59, 
it was specifically pointed out that this was a 
general plan prepared by the agency for all 
such employees and not tailor-made for Oates 
at his request 

* CCH Dec. 14,320, 4 TC 582 
by taxpayer dismissed 

*" See footnote 60 


(1945), appeal 


TAXES —The Tax Magazine 





receipt of income and escape tax on it, 
where it is available and unqualifiedly sub 
ject to his demand.“ The leading case on 
the subject in this field is the Deupree case.” 
In that case, Deupree as president of Proc- 
tor and Gamble was voted a certain sum by 
the board of which was to be 
divided as he saw fit among the officers of 
the company as a bonus. 


his share at $50,000. 


directors 


The board fixed 
Deupree directed that 
the fund be used to buy paid-up annuities 
for himself and the other officers with pay 
outs to commence at future dates. 
Court held that the 
him in the 


The Tax 
$50,000 was taxable to 
year of the bonus. It 
subject to his unfettered 


was then 
command and 
whether he saw fit to enjoy it or not made 


no difference 
But the doctrine of constructive 


is to be only sparingly applied. 


receipt 
The appli 
cation of the doctrine to our proposed con 
tract between executive and company can 
be avoided easily by entering into the con 
tract deferring 

those 


is illustrated 


compensation for services 
This 


satisfactorily in the two 


before services are rendered. 
very 
Veit cases 

In the first Howard Veit case,” taxpayer 
was entitled, under his employment arrange- 
ment with the company, to receive a bonus 
measured by a share of the company profits 
for the year 1940, 


would 


Ordinarily, such bonus 
have determined and paid to 
him in the year 1941. 
ployer and Veit agreed on 
1940, before the time 
bonus 


been 
However, the em 
November 1, 
that the amount of the 
ascertained, that such bonus 
would be paid him in 1942 rather than 1941 
When Veit failed to return the 
this bonus in his 1941 


assessed 


Was 


amount of 
income tax return, 
the Commissionet 


that 


a deficiency for 
held that, 
into the agree 
ment to defer the income before the amount 


amount The Tax Court 


since the taxpayel entered 


thereof was ascertained, it could not have 


been constructively received by the employee. 


In the case,” the question 


came up deferment ot 


with his 


second 
V eit 
split up the 


again on a 
incom«e 

employer in 1941 to 
which he 


paid him in 


the same agreed 
amount 
had previously agreed was to be 
1942 so that now he 
ceive one fifth of it in 
1942 through 1946 As 


ment of the Commussioner 


would re 


each of the years 
against the argu 


that Veit had 


“ Knapp, CCH Dec. 10,952, 41 BTA 23 (1940), 
at p. 28 
® CCH Dec. 12,888, 1 TC 113 (1942) 
CCH Dec. 15,718, 6 TC 809 
1947-2 CB 4) 


(1947) (Acq 
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constructively received the full amount of 
1942, the Tax Court 


held that there was no constructive receipt 


this bonus income in 


because the agreement was made prior to 
the time that the bonus payment was un- 
qualifiedly subject to Veit’s demand. 


Constructive receipt can occur in connec 
tion with a deferred-compensation contract 
at a later time, if the employee may take a 
lump-sum payment but preters to 
spread over several years. Such a case 1s 
William E. Freeman,* decided by the 
1945 


a consulting 


have it 


Tax 

In that case, Freeman was 
accountant 
a compensation 


Court in 
entered into 
with Nicholas 
Brady for whom he had performed services 
Che agreement provided that he would re 
ceive $12,000 per year during the joint lives 
ot himself and his wife, and $8,000 to the 
survivor for life thereafter 


who 
agreement 


His employer 
died in 1930 and the estate continued to pay 
these annual amounts to 
was decided that 
kept open any longer for this reason. 
estate 


Freeman until it 
the estate should not be 
The 
then offered Freeman $80,000 in set 
tlement of his claim under this agreement 
This he refused for tax reasons and instead, 
in 1939, the $80,000 was used to purchase 
a joint-and-survivor annuity for himself and 
his wife. The Tax Court held that $80,000 
was includible in his income for that year 
(1939) under the constructive-receipt doc 
trine of the Deupree case 


One case brings out very sharply the 
that no income will be deemed to be 
constructively received where the right to 
receive it is not completely unfettered. In 
Dillis C. Knapp,” decided by the Tax Court 
in 1940, the question came up in connection 
with the Sears-Roebuck profit-sharing plan 
By that plan, the employee contributed 5 
per cent of his salary to a fund. 
pany made contributions to the fund 
which were then allocated in accordance 
with length of service. With the resulting 
fund, Sears stock was purchased. After ten 


vears of an employee could with 


tact 


The com 
also 


sery ice . 


draw his interest in the fund, but, once he 
withdrew, he could not return to the plan 
When Knapp retired in 1934, his interest in 


the tund was distributed to and the 
claimed that it was all in- 
Knapp resisted on the 
theory that he had constructively received 
all his then interest in the fund on the tenth 


year of his employment and had also con 


him 
Commissioner 


come in that year. 


* CCH Dec. 17,240(M), 8 TCM 919 (1949) 
* Cited at footnote 62 
® Cited at footnote 34 





structively received each year thereafter his 


share of the 


company contributions as they 


were made. The Tax Court held that there 
constructive receipt, Knapp 
choice to take down his interest 

If he did take it down, he 
the valuable right to continue to 

thus, the 
subject to his demand 


\ Case 


but arrives at the 


was no since 


had no fret 


in the fund lost 


participate 


income was not unqualifiedly 


that is close to the Knapp cast 


opposite result is Blum 7 


Higams.” There, the 


owner of an endow 


ment poli y exercised his 


the fund 


option to leave 


with the insurance at 3 per cent 
interest but retained the right to take dow1 


the full proceeds at any time. The Com 


missioner clairned that he constructively re 


ceived the full proceeds of the policy when 
The court, in hold 


ing for the Commissioner, brus 


he exercised the option 
hed aside the 
taxpayer's protestations that he would give 
up valuable rights if he took down the cas! 
all at that there were no sucl 
rights which the taxpayer could legally enforce 


once, saying 
The importance of these cases is to demon 


that it may be 
to reiluse a 


strate risky for an employee 
take 
salary and take in its place 
a deferred-payment 
indicates that a ri 


retirement, or 


present rais¢ rr even to 


a cut in present 
arrangement It also 
right in the employee at 
from time to time thereafter, 
cash the commuted 


of any future payments may be 


to take down in 


value 
unde sirable 


benefit.—-In Commissione? 
Chief Justice 


economic 


Economic 
Smith,” M1 


doctrine of 


Stone stated the 
benefit is sllows 
broad 


any econoniic oO! 


“Section 22 (a) is 


enough to 
include in taxable income 


financial benefit conferred “on the em 


ployee as compensation, whatever the form 


or mode by which it is effected 


There are two lines of cases in this field 


which illustrate this 


doctrine at its most 
The first deals with the purchase 
of insurance When an 


such an an 


viz~orous 
company annuities 


employer pays premiums on 


nuity contract on the life of an employee, 
the amount of the premium is deemed to be 
taxable income to the employee.” This has 
into the Code in Sectio1 


(B) It 


now been written 
22 (b) (2) 


2 mav well be argued 


7 45-2 ustc § 9343, 150 F. (2d) 471 (CCA-2) 

1 45-1 ustre © 9253, 324 U. S. 177 

2 See cases cited at footnote 35 

™ Lloyd, CCH Dec. 9294, 33 BTA 903 (1936) 
(Nonacq. XV-2 CB 39); Commissioner v. Estate 
of Bertha Kann, 49-1 wstc { 9271, 174 F. (2d) 
58 (CA-3) To the same effect are the Oates 
and Veit cases, cited at footnotes 59, 66 and 67 

% 39-1 ustc 9 9268, 27 F. Supp. 489 (DC N. Y.) 
aff'd, per curiam, 107 F. (2d) 1016 (CCA-2 
1939) 


1016 December, 


vos 9 


that the obligation of a large and financially 
sound company to make deferred-compensa 
tion payments ts very much like the obliga 
tion of an 


insurance company to pay an 


annuity Nevertheless, the mere 


promise 
and 


nonbanking corporations is held to be a con 


to pay of individuals 


noninsurance O 


tingent obligation, too uncertain to have 


present measurable value 


Since a deterred compensatior co 


by which the emplover undertakes, for ex 


ample, to pay a lite pension to the empl ye 


commencn at his 1 re called 


ment can be 


an. annuity in tl broad i 


Sense 


it has be rgued with some f 


such a ontr: hou be treated lik an 
Support for the 


pension 


annuity t tax purposes 


position that a company arrang¢ 


ment is not to be taxed as an annuity is to 
be found in Hooker Hoey," Freeman 
W olfe.™ In the /‘reeman case, for 


the Tax Court held he contract by 


i 
reed to pay Freeman $12,000 
per year tor lite 


him at 


and 
instance 
that 
vhich Brady as 
became entirely 
death, but that it 
could not. be 
such Furthermore, th 
of Section 22 (b) 2) 
that 


vested in 


Brady's was not 


an annuity and treated as 
] statutory languag« 


clearly contemplates 


an annuity contract is to be purchased 


The only exception to this is that payments 


under a trust, qualified under Section 165, 


to be treated as annuity payments 


that the 


a wide applicability 


iis indicates in itself 


annuity 
ovisions do not have 


| he 


economic 


other line ot 


cases in which the 


benefit doctrine has become firmly 
1s the deferred 


entrenched 
W here 
into a trust each year during the empl 


period 


compensation 


trust certain payments are made 


of employment and the rig 


employee to ave them paid 


immediately vested, then he is 
taxable income at the time 


of, the 


receive 


he extent payments 


trust.” Chis, also, was 
Code by the 


spectacular is 


written 
Revenus 1942 
what hi: 


feitabl interest im 


sucl 


nonforteitable at a later time 


interes i 


held that an employee's entire 


such a trust is taxable to him at the time hts 


right to recetve t vests.” C)} course, the 
Cited at footnote 62 
®CCH Dec 15,692, 8 TC 689 
18-2 uwstc § 9397, 170 F. (2d) 73 
den. 336 U. S. 914 
McEwen, Anderson and Sproull cases 
at footnote 61 
* Code Sec. 165(c) 
Kingsbury, cited at footnote 56 


(1947) 
(CCA-9) 


aff'd 


cert 


cited 


‘ 
. 
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included in incom« 
payment thereof is deferred 


value 


recognizes that 


But, again, the presence of the trust and 


the restrictions on its use and functions all 


relate directly to the certainty of payment 
to the employee.” Thus, the 


employe 


simple con 
to be still a 


distance away-—far enough to 


tract of the 
substantial 


keep the 


payer's cash-basis me 


appeal 


ourts from overriding the tax 


It may also be dete 


cases that 


deferred compensation which to be paid 


atter retirement, an 


1 which, theretore, ts in the 


nature of a pension,” will stand a good chance 


ot being taxed in the ear received rather than 
being “bunched up” in the vear in 


which 
it may become ve ry 


his is undoubtedly the 


case, because pensio1 hi i 


I 


been rec 
ognized as customary 
Sp! ading of O1 deration for % services 
over the more 


life It is al 


unproductiy veal of late 


accepted practice which 1s looked 


upon with tavor by the makers of the tax 


ing statutes and by tl administrators ot 


them as well 


Contract with contingencies.—It may ap 


pear tro ne toregoing that strong afl 


rument payments of! 


deferred compensation under a contract with 


the employer are no ludible in the em 


plovee’s taxable incom til th é in 


which he actually l p< Vet it is not 


what can be called nhdence a well 


settled doctrine with sharp boundary lines 


Therefore, it has become customary to in 


sert contingencies or conditi the con 


at ) mak 


deterred 
payments are I axal ncome to the 


recipients until actually paid 


Since. under i ontingencies, the execu 


recen 


his deferred 
it in his 


ave received 


executive to resist 


whicl ay lo t 


conditions 


him the de 


ferred payments articularly true if 


he las. the already 


attitude hat he has 


will be 


other 


earned them and that they just held 


in a fund him. On the 


hand, he 
recognizes the tax problem and ts receptive 


to the admonition that the contingencies 


will ask 


minimum contingencies 


must have substanc« He 


you to 
determine what the 

* For this reason. it is undesirable to require 
that the future payments to the employee be 
funded by the employer. 

8: Seavey & Flarsheim Brokerage Company, 
CCH Dec. 10,978, 41 BTA 198 (1940) (Acq. 1940-1 
CB 4). See concurring opinion 
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will achieve the desirable tax 
of deferring income. There is no better 
answer to him at that point than what Mr. 
Justice Brandeis is quoted as saying:™ 


are which 
result 


along a precipice, 


no human being can tell you how near you 


“If you are walking 
can go to that precipice without falling over, 
because you may stumble on a loose stone, 
you may slip and go over; but anybody can 
tell you where you can walk perfectly safely 
within a convenient distance of that precipice.” 
contingencies 
Let us assume that we 
have an executive who is willing to contract 


There are many familiar 


which may be used. 


to work for his employer up to retirement 
and that his contingent payments will com 
mence after retirement and extend as long 
and thereafter to his wife if 

The death benefit 


be the remainder of payments for a period 


as he lives 


she survives him 


may 


a survivorship annuity. A list 


ot some ot the 


certain or 
familiar contingencies which 
might be in his contract are as follows 

(1) The 
employ of the 


executive remain im the 
until the agreed 
118, Sec 


following is given as 


must 
company 
date. In Regs 
39.165-7 (a), the 


retirement ulations 
tion 
an example of an effective contingency 

if under the 
an employee 


terms of a pension 
will lose the right to any 
to be provided 
the employer. it 
terminated 


plan 
annuity purchased from, or 
by, contributions made by 


should be 


retirement, his 


his services prior to 


beneficial interest in such 


contributions is forfeitable.” 


Within this 


employment 


category ol termination ol 


before there are 
variations, including quitting by the 
employee, termination by the employer fot 


without 


retirement, 
many 
cause or termination by 
death, termination by disability or termina 
tion under other 
Any one or 


cause, 
special circumstances 
more of such terminations can 
be used to provide the necessary contingent 
up to the date of retirement 

(2) After retirement, the 
comes more difficult. 


Status 


problem be 
\ contingency which 
is often seen in such contracts is the agree 
ment not 


to compete. This has been seri 


ously reality no 


The very idea of retirement 


questioned as being in 


at all 


indicates a withdrawal from active working 


contingency 


life. Thus, an agreement not to compete 


in a business way after termination of one’s 


s? Mason, 
axe 


p. 352 


Brandeis, A Free Man’s Life, at 





working life is considered illusory 
other hand, 
vigorous 
at the 


Under 


On the 


there are many men who are 


anxious to continue 
time ota 


and working 


compulsory retirement 


those circumstances, such a provi 
sion in a contract could well be highly im- 
portant to the ex-employer 


talking 


services, 


particularly 
about an 
knowledge 


Since we ar¢ executive 


vhose and 


have been extremely valuable to his employer 


(3) The 


& 
vise 


contacts 


agreement .to 
is another 


consult and ad 
which may o1 
upon the 


the parti ular circumstances 


may not be 


real, depending individuals and 


Barring physical 
or mental infirmity 
proven 


, the long experience and 
ability of 
well be of 


such an employee may 
continuing use to the em 


ployer so long as he keeps in sufficient touch 


very 


with the changes in the employer 


(4) The requirement of survivor 
ship is insufficient to be called a contingency 


“bad 


deferred 


mere 


(5) Then 
tingency: If, 
sation 


there is the boy’ con 
during the 


period, the 


compen 
employee commits a 


crime, becomes 


insolvent or a bankrupt, o1 
detrimental to the best 


rormer 


ommits some act 


interests of his employer, such de 
ferred payments may cease in the discret 


rf the employer 


(6) Contingent-compensation payments may 


he subject to reduction or elimination in 


direct relationship to profits of the ex-em 
ployer; or the contingent payments may b« 
reduced ratably to reflect a general wage 
reduction for employees of the employer, o1 
there may be othe 
tivity of the employer 


reduction of the 


some condition or ac 


effect a 


during 


which will 


amounts payabk 


the deferred compensation period 
(7) Another 


to the earnings, location, activities or other 
matters relating to the 


type of contingency 1 


executive himself, 


such as, for instance, the amount of his 


contingent payments being reduced by 


the amount of his earnings for services 


rendered to other than the employer 


(8) Other contingencies relating to spe 


cial circumstances can, if thought is given 


to them, be conjured up. It is, of course, a 


very healthy condition to have the contin 
yencies relate to matters which are peculiat 


“A caveat at this point: If the executive is 
a participant in a qualified pension or profit- 
sharing plan and expects to take out his full 
interest in a lump sum at retirement, he may 
jeopardize his long-term capital gain treatment 
under Code Sec. 165(b), if such payment is 
not ‘‘on account of the employee's separation 
from the service.'"’ See Estate of A. Fry, CCH 
Dec. 16,030, 19 TC 461 (1952), aff'd, per curiam 
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to the relationship between this employer 


and this employes They will ring more 


true, if tested 
Most contracts of this sort provide, unde 


certain circumstances, for death benefits 


There has been an increasing interest in 


the use of these contracts for providing 
family left behind It is, 
therefore, important that, at the time they 
acquire the right to receive future deferred 
payments, they are not held to 


those 


funds for the 


have con 


structively received payments or t 


have received an economic benefit to the 
extent of the commuted value 
payments. Since they 
with the 


realistic to use the 


of such future 


have seldom had any 


relationship employer, it is not 


Same contingencies fo! 
them that are generally used for employees 


It is possible, however, to allow internal 


conditions in the. corporate employer sucl 


fort} 
amounts payable to a 


as profits or reductions as set 


Wake 
vary the 
That c 
Flarsheim 
= Chere, the 


work for his 


above to 
beneficiary ondition existed in the 


Brokerage ( 
¢ mpl Ver 


Seavey yn pan 


cast contracted t 
employer-company 
remainder of his lite The 


that if his 


for the 
contract recite 
wife survived him, the 
should pay her $1,000 per 
remainder of her life 
branch of the 
had 


per year, 


compal 
month 


Io! the 
} 


provided that the 
in which the em 
$12,000 


extent that the 


company 
worked 
To the 
was 
ments to the 
reduced 
up in 
$12,000 


ployec made a profit 
pront tor 
$12,000 the pay 
were to be 
Such reductions would be 
latet profits 


annual rate The 


such year less than 


widow ratably 


made 
Vea’rs, exceeded the 
question there 


was whether payments to the 


\ l Ww were 
eauc . a Was € ila 


mm the 


they were, 
they 


past 


ground that were additional 


compensation for his 


services 


It is probably 


ther e 


ilso possible to argue t 


would be substance 


in applying to 
the widow, or other death beneficiary, suc} 


contingencies as a reduction of pay to het 
if she is earning over a certain figure else 
where or if she commits a crime, ot 


the company in some 


harms 
Way 


Making payments, which are to be made 
to the death beneficiary, contingent in some 
way can be helpful in providing the 


that 


very 


basis for an 


argument their 


com 


53-2 ustc { 9458, 205 F. (2d) 517 (CA-3). Per 
haps there should be a substantial interval after 
retirement and before consultative and advisory 
services start in order to make certain that 
there is such a separation as will be effective 
for the capital gain result 

“Cited at footnote 80: see, 
v. U. 8., 461 ust 
(CCA-8) 


Flarsheim 
(2d) 10 


also, 
"9305, 156 F 
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muted value is not includible in his estate 


lor estate tax purposes 

Most contracts of this sort are hybrids 
Part of the payments are vested and part 
are contingent. For example, if the em 
ployee totally and 
often receives a 
payments without 
This is also 


becomes 
lisabled, then he 
right to future 
ontingencies. 


permanently 
vested 

further 

true in most 

contracts regarding payments to death bene 

ficiaries. To date, they 
court test. 


seem to have avoided 


Employer's Deduction 


Under Section 23 (p) (1) con 


tract for the 


(D), a 
deferment of compensation 


such as the one here discussed is deemed to 


“plan” ™ and, therefore, 
it are deductible 


at that time 


payments made 
when made becaus¢ 
nonforfeitable 


Employee's Estate Tax 
Where the 


contract for 


executive provides in this 
payments to be made to his 
commuted value of 


widow or other bene 


beneficiary, the 
payments to the 


leat] 
tnose 
ficiary are includible in his gross estate for 
purposes. In the Nevin case,” 
Tax Court expressly extended the doc 
Wilder, Clise and Mearkle cases" 
contract between employer and em- 
The Wilder, Clise and Mearkle cases 
held that the value of death benefits unde 
an annuity includible in the 
of the principal annuitant It 
pened in the Nevin case tha 


tate tax 


re of the 


I 


iO a 
ployee. 
contract was 
estate hap 
the considera 
tion for the contract was in reverse of the 
The company agreed to make de 
payments to Nevin and his widow 
of his leaving the company 
staying. It was held that the 
death benefit includible 

In the Leont case,* the Tax 
Court had the following to say about the 
employment with 


usual. 
ferred 

consideration 
rather than 
value of the was 
n his estate 
deferred 


contract com 


pensation features 
“The 


decedent 


services to be rendered by thie 
furnished the consideration for 
the employer’s promise to make the pre- 
scribed payments to his widow after dece 
dent’s death 
decedent 


His widow 
desired such provision to be in 
corporated in the employment contract in 


lieu of a salary increase 


was a transfer of property procured through 


% Regs. 118, Sec. 39.23(p)-1(c). 

% Estate of Nevin, cited at footnote 51 
*' Cited at footnote 52 

8 Cited at footnote 17 

” G. C. M. 27242, 1952-1 CB 160 


Sixth Annual Federal Tax Conference 


testified that the 


We think there 


the performance of services by the decedent, 
with the intent of having it pass at the 
time of his death. The death of the dece 
dent was the operative fact which matured 
the promisor’s duty to pay and completed 
the shifting of the 
property.” 


economic benefits of 


Where the contract gives the employee 
the right to designate the beneficiary of the 
death benefit, it is apparent that the Com 
missioner will claim further that such right 
is property in the estate of the 
at the time of his death and therefore is 
includible under Section 811 (a).” 

Where, 
death 


contingencies can be 


decedent 


however, the payments to the 
beneficiaries are contingent and the 
shown to be real, it 
is possible to argue that what passed from 
the dead to the living was a mere 
ancy” and not property at all. In the Stake, 
Miller and Gordon cases,” the possibility 
that the employer could, at any time, dis 
continue the 


“expect 


pension under the 


payments 
question was deemed suf 
render the death benefits mere 
expectancies and, therefore, not includible 
The Revenue Service, however, has given 
notice that it will no longer consider such 
amendment or termination rights in the 
employer sufficient to make the death bene 
fits mere expectancies 
have not been exercised by the date of 
death.” That, of course, can be distin 
guished in our hypothetical case, since the 
beneficiary may lose her rights by running 
afoul of one of the contingencies. 


plans there in 


ficient to 


where such rights 


At this point, it is appropriate to discuss 
the very recent decision of Estate of Albert 
B. King,” which was promulgated by the 
Tax Court on August 26 of this year. In 
that case, the employer, DuPont, set up a 
bonus plan for key employees. Under the 
plan, the bonus for each year was dis- 
tributed to the employee in the following 
manner One quarter paid to him 
immediately; the remaining three quarters 
were to be distributed to him one quartet 
each over the next succeeding three years 
In the committee, 
these funds couid be invested in company 
stock. If the employee left or 
missed, he forfeited his 
distributions of bonuses If 
died, the future payments 
made to the executor or admin 
Where bonus funds 


was 


discretion of a bonus 


was dis 
interest in any 
future such 
the employee 
were to be 


istrator of his estate. 


* Estate of Stake, CCH Dec. 16,682, 11 TC 
817 (1948); Estate of Miller and Estate of Gor- 
don, cited at footnote 48. 

" G. C. M. 27242, cited at footnote 88. 

"CCH Dec. 19,859, 20 TC —, No. 131 (1953) 
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were invested in company stock, the em the date of his death would have escaped 


ployee became the stockholder with voting income taxes entirely The section now 


rights but he gave to a bonus custodian appearing in the Code as Section 42 was 
the right to receive dividends and an irre amended by the Revenue Act of 1934, so 
vocable stock power to be used if his inte that a decedent was placed on the accrual 
est was forfeited When King died stock basis for tl 


was being held for him in his bonus ac tax return 


1¢ purposes ot his last income 
it was obvious that 


count. The Commissioner claimed that the considerabl resulted from this 


sums due his estate under this bonus pla rather crude d f dealing with the 


vere imcludible in his gross estate under matter, Sectio as returned to its prior 


Section 811 (a). The Tax Court held that, state and Section 126 was added to make 
in spite of the fact that the decedent might certain that all the income of the decedent 


have at any time up to the date of his death will run through the tax mill.” In effect, 


forfeited his rights in the undistributed Section 126 says that income which would 


to the decedent, 
at the time of his death and, therefore had he lived, is to be taxed to 


bonus, it was, nevertheless, his property have been ordinary income 
his estate 
includible The court pointed out that he or the person to whom paid as the 
was the owner of the stock but that his would have been taxed had he lived and re 


ownership was subject to forfeiture for ceived it It appears from 


decedent 


a fair reading 


condition broken Under these circum ot the section and trom an analysis of its 


should apply to payments 


which was subject only to “a mere pos under a contract such as the one we are 


stances, he had a vested property interest purposes that it 


sibility that his interest may be divested.” here discussing.” his is borne out by the 
This case may open a wide vista for the decisions in two cases 

Commissioner in striking down contingencies In O'Daniel’s Estate™ it was held that a 
It indicates that it is not desirable to frame bonus for the year 1943, which was not fixed 
or paid until after decedent's death in 1944 
is eune well he that the only effect con was includible in the income tax return of de 
tingencies on the beneficiary’s right to cedent’s estate for 1944 under Section 126 (a) 
receive such payments will have for estate In Davtis’s 
tax purposes will be on the value of the 


interest to be included. In short, the courts 


contingencies in the language of forfeiture 


Estate,” payments to an em 
ployee’s widow pursuant to a contract with 
the employer were held to be income to the 
may hold that some interest passes from thi widow under Section 126 (a) 
dead to the living; the only question is what 1 a: 
> If such payments are includible in the 
is the value? In such case, the burden is 
; ; , gross income ot the death beneficiary under 
on the taxpayer to prove that the contin . . 
I I Section 126 (a), then under Section 126 
gencies will result in some reduction in the 
ted + : (c) the estate tax attributable thereto is 
commuted value ot le tuture payments to we ‘ . 
; I deductible Under Section 126 (c) (2) (4 - 
the amount of the tax which is deductible 


is taken off the top of the estate taxes paid 


the beneficiary 


Income Tax of the Death Beneficiary 


Payments made to beneficiaries of an 


employee under a contract with the em 
ine : , 
wenne & “e hae e 
ployer are excluded from the gross income Phe Revenue Service fa been giving 


Attitude of the Internal Revenue Service 


] lef 1 ] ) . 
of the employes to the extent of $5,000 consideration to delerred-compensation con 
: et diec 1 . 1e 
under the provisions of Section 22 (b) (1) tracts of the sort discussed herein some 


(B) of the Code. That takes care of th sort of policy determination in the 


iorm ot 
first $5,000, but what of the 


remaindet a mimeograph or other ruling has been long 
It appears that it should properly be in expected Skepticism 
cludible in the gross income of the bene 
ficiary under both Section 22 (a) and Se 
tion 126 of the Cod 


is expresse¢ 1 by Rev 
enue Service personnel regarding the reality 
f the “contingencies” which are inserted 


in such contracts While it seems that the 


With regard to Section 126 ot the Code answe! such u ti iS must be that the 


a little historical background is in ordet facts in eacl articular case must control, 


Prior to the Revenue Act of 1934, deferred a ruling to th ‘ffe would be of 1 


it use 


compensation payments to a decedent afte: to anyone 


" Sec. 134 of the Revenue Act of 1942 “ Estate of Davis, 
™ Regs. 118, Sec. 39.165-6(a) (3) (i) PCM 814 (1952) 
‘Estate of Edgar V. O’Daniel v. Commis 

sioner, 49-1 usrc © 9235, 173 F. (2d) 966 (CA-2) 


CCH Dec 19,136(M), 11 
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In the meantime, there does not seem to 
be a disposition on the part of the Revenue 
Service to “go after” this type of case. It 
may well be that they are awaiting a pat 
ticularly blatant test case so that 


build up from there 

For the time 
issued by the 
contingent 


thev can 


being, no rulings are being 


Revenue Service regarding 
compensation 


sort herein discussed 


CONCLUSION 


The contingent 
between the 
with death 
tory 


contracts of the 


compensation contract 


employer 
benefits can be a very satisfac 
arrangement 


executive and his 


both for its tax effects 


Employee Stock 
Arrangements 


suggests that we tocus 


our primary attention on the tax 


QUE SUBJECT 
} 


aspects 
of the various ways in which corporate em- 
ployees may be 


+ 


Oo acquire an 


permitted and encouraged 
ownership interest in the 
employer corporation, an objective 
for at least the 
held to be 
‘I he 
law, which may be pertinent to this inquiry, 
will also be examined as such, and this will 
involve 


which, 
past 30 been 
much to be 


provisions of tax 


years, has 


widely something 


desired rules and 


some consideration of ways in 


which these rules and provisions may serve 


other objec tive Ss, 


such as providing indirect 


forms ot compensatio1 


with tax-saving 


reatures 
Historical Background 


We may do well to pause at the 
and reflect upon the 


outset 
broader significance of 
efforts to encourage employee 
What we ar 
nm a very 


back the 


modern 


stock owner 
ship dealing with here 1s, 
effort to 
reverse the 

this 
revolution in the 


this 


real sens : Ga 


clock, to 


turn 
trends of 


economic history in 


country 
Western 
country, 
and its 


de cade S follow ing 


The industrial 
World, 


reached its most 


when transferred to 


advanced stage 
most rapid tempo in the 


Sixth Annual Federal Tax Conference 


and for its 
quences. 


business and _ ftamily 
Care must be taken, however, that 
the contingencies are so set up that, in 
actual they shown to be 
real. The executive could find himself in a 
thoroughly unpleasant tax position if he 
was presently taxed on payments which he 
could not receive until far in the future 
find that on top of that he 
has put a weapon in the hand of a hostile 
ex-employer who is 


conse 


practice, may be 


He may also 


attempting in every 
way to avoid paying those future contingent 
payments. It is important to give careful 
thought to each detail of these contracts 
so that they will have the desired effect. 


[The End] 


Purchase 


By CHARLES S. LYON 


Spence, Hotchkiss, Parker & Duryee, 
New York City 


the Civil War. From our present vantage 
poimt, enormous changes seem to have taken 
place almost overnight 


machine 


Mass production 
methods other 


economic 


through 
related 
life required greatly 


and the 
features of our present 
increased 


form 


aggregates 
This meant 
, as corporations became 


of capital in corporate 
that, more and more 
large 


ship 


and larger, management and owne! 
came to be divorced At the same 
time, it began to be felt that, in this process, 
something valuabl« lost. The 
developed was not really 
desirable to management of our 
large corporations so completely from the 
ownership interest And so it was that, by 
1920's, one 


was being 
that it 


divorce 


feeling 


the early numbet 


of efforts to encourage stock ownership by 
executives and, 


could sec 24 


sometimes, by a_ broader 


group oO! employees as well 


Over the subsequent 30 years, the 


stock options 


methods of promoting employee 
ownership, has beer 


course 


of the tax law, relating to 
and othet 


stock and 
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tortuous 





complex, culminating with the stock option 
legislation in 1950 which its found in Sec 
tion 130A of the Code. Much been 
Written and spoken on the subject, which 
I shall try not to duplicate. I would rather 
emphasize here only the most 
velopments, including a r¢ 
years’ experience with the 
statute I think we 
brief summary of 
fresh our 


has 


recent de 
three 
option 


view of 
stock 
only this 


new 


need very 


previous events to re 


recollections 


(1) During the 1920's, companies 
began to give executives long-term options 
which varied in the 


many 


extent, 1! any, to which 
option price at date of grant represented a 
discount from market that 
and which varied in such other 


value at time, 
respects 
as suggested to the courts that the options 
were or were not- substitutes for cash com 
pensation At the time, other ar- 


rangements became popular for encouraging 


Salni¢ 


broader stock ownership among employees, 
usually called “stock purchase plans.” 
also, varied 


These, 
widely in the extent 
employees were ort 


to which 
were not given special 
other 

(2) When 
in a 


price or advantages 


these resulted 
bargain purchase by employees, the 

had trouble deciding whether the 
amount of this bargain constituted indirect 
compensation or whether the employee 
should be treated tax-wise as an ordinary 
purchaser. The courts decided that each 
case must be examined on its facts to deter 
mine whether the dominant “intention” of 
the parties was to confer compensation or 
merely to encourage the employee to de- 
velop a proprietary attitude o1 
the company’s affairs 


arrangements 


courts 


interest in 


(3) Then, in February of 1945, the Su 
preme Court presented us with the Smith 
case,’ with which most tax men no doubt 
are familiar, both in respect of its particular 
facts and its aftereffects, including the 
amended regulations, more than a 
year later in the form of Treasury Decision 
$507" In T: D. 5507, the 
attempted to discard the compensatory- 
proprietary distinction; the regulations stated 
that, wherever a corporation transferred 
property to an employee for less than its 
value at the time of transfer, the difference 
would, in all cases, be treated as compen- 
sation. This deal of hue 
and The Commissioner was charged 
with arbitrary, unreasonable behavior and 
it was said that his regulations were not 


issued 


Commissione! 


caused a good 


cry. 


1 45-1 ustc § 9187, 324 U. S. 177, rehearing den., 
with supplementary opinion, 45-1 vustrc { 9253, 
324 U. S. 695 
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a valid interpretation of the 
question which has still not 
by the courts 

(4) The 


had a 


case law, a 
been decided 
amendment in the regulations 
considerable practical effect 
Taxpayers did not feel in a position to 
forward with option 
them turned to 


very 

; “eg 
plans, and 
restricted stock arrange 
ments and to stock purchase plans involving 
only the advantage of long-term credit 
Meanwhile, the option battle was removed 
to the legislative forum. In early 1948, a 
bill which has come to be familiarly known to 
us as H 


many otf 


R. 6712 was passed by the Hous« 
of Representatives and then dropped. This 
contained a stock 
which 


section dealing with 


options differed in 
from the 


which 


some respects 
1950 but 


indee d, 


legislation enacted in 


provided a pattern many 
lifted bodily for the 
Much of the usual “legisla 
bearing upon the interpreta 
Section 130A is found in the 1948 
Congressional documents. 

(5) After the Revenue Act of 1950, stat 
utory stock options were granted on a sub 
stantial scale by 


pieces of it were 
present statute. 
tive history” 


tion of 


large 


a great many of our 
corporations But 
} 
t 


with the Commissioner 


now overcome by legislation, new objectors 
into the picture in the 
stockholders, 


success in the 


came form of dis 


senting who some 


that 
without 


enjoyed 
courts in their claim 
had been 
adequate consideration. It now seems that 
this attack has reduced to 
manageable proportions by subsequent legis 
lative and judicial developments. Salary 
stabilization regulations were also in the 
picture during part of the period from 1950 
to date. Their net effect, however, may 
have been to promote rather than dis 
courage stock options, since they sanctioned 
the grant and exercise of 
approval where the 
least 95 per 
of grant 


some options granted 


source of been 


options without 
option price was at 


cent of market value at dat: 


Statutory Options—Financing Problem 
of Executive Optionee 


When we take a closer look at the stat 
utory option—the so-called “restricted stock 
option”’—we find that the 1950 legislation 
has not altogether eliminated the surpris 
ing twists and turns that have been custom 
ary in the whole field. For example, there 
were some observers who suggested that 
these new creatures of the Congress would 


2 1946-1 CB 18. Details were spelled out in 
I. ‘I’. 3795, 1946-1 CB 15 
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provide a free-and-easy ride to large capital 
gains benefits for top One 
writer stated that, Section 
130A, “Employee stock options once more 
offer a possible way of life to the corporate 
executive harrassed by the high costs of a 
high standard of living and by ever increas 
ing taxes.” It 
Senate committee report, that a main pur- 
pose of the legislation was to 
corporations to 


executives. 


under the new 


was also stated, in the 


encourage 
“convert their officers into 


‘partners’ by stake in the 


giving them a 


business.” 


It now appears that this was a somewhat 


erroneous, or at least oversimplified, view 
Options, even when the stock 
may not provide simple reliet 
financial problems but, instead, may 


new 


of things 
goes up, 
from 
ones. In so 
turn out to be a 
anxiety to the 


add doing, options may 


source of continuing 
And the stock 
purchased by an optionee may not supply 
a continuing but, 
may have to be largely sold off to 
raise money to pay 


optionee 


“stake in the business,” 


instead, 


for the balance of the 
shares 


lt anyone doubts this, he should consider 
the troubles of David Sarnoff, 
chairman of the board of RCA. On No 
1950, the board of directors of 
RCA granted a five-year option to General 


General 


vember 3, 


Sarnoff covering 


100,000 shares at a price 
of $17.75, 


which was the full market 
on the date of grant. Mr. Frank Folsom, 
president of RCA, was granted a like option 
on 50,000 shares What 
after 1s a matter of 


value 


happened there 
recent public record 
and gives us some insight into how a very 
sizeable option may 
Sarnoff’s exercised in 
February of this year, the option purchase 
price of $1,775,000 being financed by bank 
loans. A subsequent decline in the stock 
market worried the banks, and, in 
three fourths of the stock was 
sold to pay off most of the bank loans and 
permit General Sarnoff to hold the remain- 
ing 25.000 shares 


work out in 
option 


practice. 


General was 


soon 


September 


In a recent letter to the board of directors 
of RCA, General Sarnoff has emphasized 
that the way things worked out was most 
disappointing to him. Therein, he recited 
that, when he exercised the option in Febru- 
ary of 1953, he had had to obtain personal 
loans from banks since he was not a wealthy 
man. In fact, he said that the 25,000 shares 
of RCA, plus 5,000 shares he had previously 
owned, 


represented “substantially all my 


Alexander, ‘‘Employee Stock Options and 


the 1950 Revenue Act,’’ 6 Tax Law Review 
(1951) 165 


Sixth Annual Federal Tax Conference 


life savings.” He also stated that “It has 
intention to retain a sub 
stantial amount of RCA stock as an invest- 
ment.” He added that his 


been so expressed by 


always been my 


intention had 
counsel for RCA in 
question by a stockholder at 
the meeting in May of 1951, which ratified 
the granting of the option, although, at the 
same time, it was pointed out that, in a 
rapidly changing world, it was impossible to 
forecast the future circumstances of the 
nation and of the two optionees. The gen 
eral then referred to the “material change 
in financial markets since February, 1953.” 
As a result, he 
to repay o1 


answer to a 


said, it became 
substantially 


and, in 


necessary 
reduce the bank 
order to do this, he was 
obliged to dispose of at least 75 per cent 
of the stock. This was done on Septem- 
ber 22, 1953, in private transactions at what 
was said to be about two points under the 
$23.50 at which RCA common stock was 
quoted on that day on the New York Stock 
Exchange. 


\s I calculate it, the 
Sarnoft’s sale of 75,000 


loans, 


General 
$21.50 


effect of 
shares at 
was as follows 


(1) The procee ds of the sale 

were $1,612,500 
His cost at the option price 
was 1,331,250 


Thus his profit was 281,250 
At the 26 per cent capital 
rate, his tax lia 
bility is 3,125 


gains 


vielding a net 
after taxes of 


(3) The still held 25,000 shares 
Assuming a market value of about $22, the 
fair market value of this block of shares 
0,000. Presumably the banks, being 
limited to loans at 50 per cent of market 
value, were willing to 
about $275,000 


(4) The 25,000 shares at the 
option price was $443,750. Thus, the con 
tinued bank loan, which we have assumed 
to be about $275,000 was sufficient, when 
added to the profit on the sale of 75,000 
shares, to enable General Sarnoff to retain 
the 25,000 shares. 


Thus pront 


208,125 
general 


la 
55 


was $ 


continue a loan ot 


cost oft 


Of course, it 
disappointing as 
rience must have 
illustrates not 


might be 
General 


suggested 
Sarnoft’s 
been, his 


that, 
expe- 
fact, 


one 


case, in 
only the problem but 


kind of solution for the financing of execu 





stock 
done, the 


tive 
and 


When all is 


granting Of an option on 
100,000 shares made it possible for him to 


purchases said 


acquire fairly comfortable 
25,000 shares In the process, 
75,000 shares netted him 


of over $200,000 in the 
one-half 


ownership of 
the sale of 
a profit aiter taxes 
two and 
had 


distin 


course oT 
years, an which he 


long 


amount 
never approached, 
guished 


bonuses, 


over a and 


career, through cash salaries and 


subject to surtaxes 


Statutory Options—Extent of Use 


There is a rich supply ot doc 
material on the use that has 
Section 130A 


grant ot 


umentary 
been made of 
Any corporation considet 
ing the 
details 


trom 


readily obtain 


ad ypte d 


options can 


concerning already 


plans 


listing applications and pr 


stocl 


ospectuses 


which are required by 


} | 
exchange ruies 
le de ral 


number of 


and legislation There are also a 


studies whicl 


provide us with 


broad statistical 
lengthy 


Salary 


hese nh 
October, 1951. 
Board from a 
was establis! ed to hold 


Information 
clude a report oft 
to the Stabilization 


special panel which 


hearings on stock options and to make 
recommendations to the 
for thet 
for publi 
Stock 
“Stock 


contains a 


' : " 
board of rule 


treatment \ brochure pt 


New 


ange in July, 1953, and 


epare d 
York 


entitled 


distribution by 
Excl 


Ownership Plans for Employees,” 
summary of all 
panies which filed listing applications with 
respect to optioned 


ol 1952, together 


tabular com 


} 


shares up to the end 


with brief descriptions of 


l 


certain of the main featur as number 


, 
es such 


] 


of employees covered price, and 


option 
number of shares « xpre ssed as 
of total shares before the 
\ fuller analysis 

Arch Patton," cé 
listed on the 
which 


a percentage 
option offering 
appears 11 a study by 
vering the 203 


‘ 1 
New York Stock 


compatites, 
Exchange, 
options in the 20 
1950. to 1952 


stock 


granted 


months trom 


Statistics re options granted 
panies with listed securities. 
ot June, 1951, there 
on hile with the SE‘ 
stock having an estimated 
of about $500,000,000 
August, 1951 
rate lawyer testified before the Stabilization 
Board panel that “at the 
stock option plans are a 
daily 


October, June, 


by com- 
By the 


150 optiol 


| 
end 


were plans 


shares ot 


covering 


common market 


Shortly tl 


value here 


alter, in , an experienced corpo 


time these 


present 


matter f almost 


consideration in most of the larger 


‘This study, entitled 
Incentive for 
to me by Mr 
management 
Mr. Patton 


1024 


Stock Options as an 
Executives,’’ was made available 
Patton of McKinsey & Company 
consultants An earlier study by 
entitled “‘Who Should Get Stock 


December, 


1953 @ 


corporations in the 
from the various 
number of option plans 
doubled since June, 1951 
improbable that 


country.”° It 
that the 
than 

Thus, it is not 
optioned to 
have a value upwards of a billion dollars 
that companies have 
optioned shares constituting between 2 and 
8 per cent of thei stock. The 
study by the Board panel 
found that the proportion was more than 12 
per cent in the 


seems 
clear studies 
has more 


shares date 


It appears most 
outstanding 
Stabilization 
case of about 10 per cent 
of the companies 


Most 
five vears Patton found 
half of the 203 plans, 
York Stock 


V idle d for 


options seem to run for at least 


that almost one 
listed on the New 


Exchange, by June, 1952, pro 


a ten-year term. He also reports 


that an 


increasing number of plans placed 


pro 


percentage ot the 


restrictions on exercise, typically, by 


viding for a cumulating 
total to be exe rcisable 


W hile 


tives, 


each Veal 


most plans extend only to execu 


there are a substantial number of 


plans which provide much broader covet 


plans which are limited 
than 
Only 20 per cent 
of the plans extend to only 15 


age Even those 


usually include 


just the men at the top 


to executives more 


executives 
or less 

Handicapped position of 
without 
to bear 


corporations 
listed securities—It is important 
in mind that the foregoing observa 
apply 


tions 


listed 


only to having 


Section 


corporations 
unde: 
130A requires that the optioned shares have 


securities Coverage 


a reasonably ascertainable market value at 


the time the 


impression, 


option is granted. It is my 
that of 


whom | 


and other tax practi 
have talked, that the 


leeway has not 


tioners with 
cent 
to make the 
ticable to 


15 pet been sufficient 


Statutory option seem prac 


many corporations with unlisted 


where over-the 


t 


securities, countet 


especially 


quotations do not exist 


It seems to me that the valuation problem 
can be viewed somewhat more optimistically, 


even where over-the-counter quotations are 


not availabk I would 


suppose that an 


option granted at a price equal to a valua 


tion, arrived at by the best and 


effor ts to 


most con 


scientious 


determine such value, 


] 


would have a good chance of 


very stand 


ing up and receiving the benefits of Se 


130A. To be 


valuation ot 


tion sure, the problem of 


securities of closely held cor 


Options 
417 (1952) 
5 Stock Option and Stock Purchase 
(Washington, Salary Stabilization Board 

ernment Printing Office, 1951), at p. 9 
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appeared in 30 Personnel Journal 


Plans 


Gov- 





porations has not been found by the courts 
to be an easy and there is often a 
within which reasonable 
But, if the value placed 
has been arrived at by 
conservative application of approved methods, 
| think that it would be surprising it 
the courts would insist upon a higher value, 
especially if such judicial valuation 
that the 8&5 per 


one, 
considerable range 
men differ 


shares 


can 
upon the 


very 


were 
higher 
would not be met 


so much 


cent test 


However, there could hardly be 


optiones s to 


any real 


ypportunity for realize such 
substantial capital gains in a two- or three 
year span as in the case 
For the 


cussing 


of General Sarnoff. 


corporate securities we are dis 


And, 
lla purchaser could be found, the optionec 
might well fear that a 
received by him 


ot the 


would have no active market 
substantially higher 


price within 


three 
would cast doubt 


valuation 


two or 
option gran 
correctness of made 
held 
other 


capital gains 


arlier point 


like ly 


execulives a 


closely 
corporations are consider 
methods of giving 
interest 


+} 
ri¢ 


in possible future enhancement of 


corporate business, sucl 


as a restricted 
stock arrangement 


Statutory Options—Technical 
and Operational Problems 


Soon after Section 130A was enacted into 
it became apparent that it supplied not 
ily rules of law for a prescribed area but, 
a number of technical and operational 


lems 


Choice between 85 per cent price and 


price at 95 per cent, or higher. 
present time, an 85 pet 


Up to the 
price has 


as bec nh 


cent been 


relatively unpopular. It | used in no 
listed 
| xchange \ 


provided 


than 15 per cent of the 
New York St 


the plat Ss 


tylar 
pialls 


subject to 1 


Sore 


qualification 
55 or 100 pet 


cent have 


these 


prices 
ferred t the various plans, 


been not fixed 


imums subject t 


ry frequently prices 
adjustment in the 
a commiuttec In many cases, 
S not 


to the 


reter to a price at all but 


discretion of the committee 


rule 
Board 


ss than 95 per cent, this must have 


adopte d by the 


Stabilization virtually 


pre cluded op 


to discourage some 8&5 per 


hich would otherwise have 


cent 


been 
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adopted. With salary stabilization out of 


the picture, it may be that we will see 
some swing toward the 85 per cent arrange- 
ment. We may find such a tendency par- 
ticularly where it is desired to adapt a stock 
option arrangement to perform the function 
that has been served in many cases by de- 
ferred compensation contracts. This might 
be true especially where a highly paid ex- 
ecutive is not many vears from retirement 
and the company has achieved a stable level 
of earnings and prosperity. Even though 
there is no likelihood of great enhancement 


in the value of the stock, a considerable 
amount of deferred compensation could be 
made available to the 


15 per cent spread. 


executive through the 
He could postpone real 
until such time as he 
might well be 
surtax brackets 


ization of any 
sells the 


retirement 


income 
which 
when his 


stoc k, atte! 


have 


becom«e 


substantially lower 


Advantage of discretionary committees. 


Another observation which one draws from 


study f the plans so far adopted is that, 
frequently, the plan will not itself 
options to any particular employees 
Instead a 


very 
grant 
committee, otten composed ot 
disinterested members of the board of 


directors, will be 


some 


established with broad 
discretion to determine the persons to whom 
options will be granted, the 

grant, the (subject to a 
\part 
flexibility in a 


time of the 


price minimum), 
and other terms. 


from the obvious 


value of world oft 


constant 


change, such an 


arrangement has 
From the standpoint 
1f corporate law and procedure, the whole 


matter can be handled through a single list- 


many 


specific advantages 


ing application and single 
tion by tl 


acts of authoriza 


board of 
y' the 


might prefer a 95 pet 


directors and of 


¢ 
} 
! 


ratincation stockholders Some op 


tionees cent option, 


while others would be more attracted to the 


Moreover, 
seem to be at a peal 
a plan 1s adopted, and it may be de 
sired by the company and the optionees that 
the grant be postp« 


85 per cent arrangement stock 
market quotations may 


when 


ned until a more propitious 
and the 


options 


company optionees 


have the parcelled 
number of years 


1 at 


rather than 
once 

Possible 
grants. 


mediate 


advantages from _ installment 


If an option plan provides an im 


grant of an option on a stated num 


ber of shares to 


a particular emplovee and 


there is no provision for possible further 


grants in later years, the 


option will, of 


course, prove disappointing if it was granted 


at a time of prices. We 


peak market find 


1025 





Irom a 
this 

1929 
took 


something 


reading of the older case law 
indeed 
and 


that 
happened in the years afte 
that, sometimes, the 
to adjust the 
very reduced market 
However, simple mode of 
procedure would encounter difficulties under 
Section 130A by reason of the provisions in 
subsection (e), dealing with so-called modi 
fication, renewal. For the 
modified option price would have to be at 
least 85 per cent of the higher of the market 
values at date of the original 


company 


action option price to 
near the 


price. such a 


extension, ofr 


grant and at 


the date of the modification 

But there would seem to be nothing to 
stand in the way of granting an additional 
price while leaving the 
unchanged In fact, the 
regulations make it clear that the additional 
would , 


option at a lower 


original option 


option stand on its own feet 


Status of restricted options unexercised at 
date of death. further techni- 


cal problem, which is probably the 


There is one 
most 
complex one of all under the option statute 
That is the tax status of unexe! 

death 
While a restricted stock option may not be 


options 


cised at the time of the optionee’s 


assignable by the optionee during his life 
time, the statute makes it clear that it may 


ees eState or 


be transferred to an employ 
| 


legatec 


Many, pet 


vide that the 


‘ 
plans pro 
deat! 


exercises 


naps mo 


11 


options Will survive 


Suppose the optionee’s 
Will the 
le optiones sO that tne case 1S 


130A? The 


answer this question in the neg 


SuCcCEeESSOT 


the option successor stand in the 


shoes of tl 


covered by Section 


regulations 
’ 


ative, D1 


my opinion, the 


taxpaver! make 


more persuasive case lil he 


the regulations 


1 


Che technical arguments which behind 


this conclusion are quite numerous and 


complex volved are a number of points 
based on the language and 


130A, 


section < 


implications 
Section 126 and 
H. R. 6712, the 
House in 1948 
am afraid | 


a’ 
myseir to a Summary 


found in Section 


the stock option Tt 
revenue bill which passed the 
I 


For present purposes, will 


limit review 
which may seem rather elliptical 

lf the exercised by the 
ate but, instead, is sold to a third party 
or surrendered to the corporation for a cash 
payment, the recently 
taken the 196° 
that the amount received is an item of ordi- 


have t 


option 1s not 


est 


Commissioner has 
position, in Revenue Ruling 


nary income taxable to the 


Section 126. 


estate under 


* Regs. 118, Sec. 39.130A-4(d), Example 4 
* Regs. 118, Sec. 39.130A-3(b) 


1026 December, 
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Revenue Ruling Section 
130A does not apply to a case where options 
are transferred by the employee. The rul- 
ing then points out that Section 126 has the 
effect of treating the 
fashion as the 
treated were 


196 reasons that 


estate in the 
decedent would have 
he still alive. Since the Com- 
thinks T. D. 5507 is valid, he 
concludes that an item of ordinary 
income is involved. The ruling is probably 
correct insofar as it states that Section 130A 
does not apply. But the door is still open 
to taxpayers to contest T. D. 5507 and to 
argue that their option is of the 
pensatory type. 


Same 
been 


missioner 
easily 


noncom 


Moreover, even if the ruling is assumed to 
be correct, it does not purport to cover the 
where an option is exercised 
surrendered. Indeed, the reasoning 
followed in the ruling adds still further to the 
arguments that 


case rather 


than 


the exercise of a restricted 
stock option by an estate would not result 
in realization of ordinary income The rul 
ing states that Section 130A does not apply 
to cases whe 


re options are transferred by an 


optionee. If this is to be taken at face value, 
it would seem to imply that the result would 
different. in the case of 


ction 130A does ap] lv to th 


be quite 


exercise 


ns are exereised by the 


balance. it would seem tl 


11CI 


1 exercises 
ption would be in a 
sist any contention 


the realization of 


Section 126 It coul 
the operative rules 


be applicable, desp1 r 


ment in the regulations 


would be that 
was 


argument 
option proprietary 
pensatory, 


5507 


lown by 7 


Finally, here is a 


planning which should make the ¢ 


sioner’s position even more difficult 


could be adopted in any 


where an optionee has a friend o1 


suggestion 


who is also employed by the ce mpany 


whom he wishes to share in his estate 
any such case, he could bequeath the opti 


to such legatee, who would then, up: 
literal tern 
130A 


states that the individual exercising the op 
tion must be 


ercise, seem to comply with the 


of subsection (a) of Section whicl 


an employee of the granting 


corporation at the time of exercise (or within 


three months thereof) 


$ 1953-20 IRB 13. 
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Status of Nonstatutory Options 


For the past seven years, no one has been 
sure of the law as to 
by ie statute But 


options not covered 


help may soon be 


Treatment of 


Tax Court. 


decisions, 


amended regulations by 

There have been about a dozen 
virtually all by the Tax Court, 
including several within the past year, since 
the 1946 amendment of the regulations, but 
we still have no square holding 
validity In 


as to their 
several cases, the Tax Court 
length to state that the 
amended 


iaS gone to some 
validity of the 
not be decided 


the amended 


regulations need 

[his comes about becauss 
regulations 
They 
plied to any transfers to employees pursuant 
1 Feb 


Smith case 


were expressly 


made nonretroactive would not be ap 


o exercise oO! 


options grante d before 


26, 1945, the date of the 


The indic?tions to 


ruary 


date would suggest 
» regulations will not be upheld. The 
of the Tax Court has been such 


as to make it clear that the old distinction 
between proprietary and compensatory op 
tions is deemed to have survived the Smith 


Ccas¢ This being So, 


it is difficult to see how 
could logically conclude that a 
s} ould be applied 


post-Smith case option is presented 


+) 


ne courts 


different rule when a 


If the 
‘mith case does not support the regulations, 
is hard to se¢ 


port 


{ 


where they could find sup 


elsewhere. 


On the other hand, one hesitates to pre- 
dict dogmatically the outcome of a full court 
decision on a case squarely testing the 


Many of the 


opinions have been 


amended regulations 


Tax 
Court handed down in 
which 
concentrated in the han¢ of 
and the first opinion of the full Tax 


Smith 


memorandum have been 


decisions, 
a fe W judge Ss; 
Court 
broad 
Smith 


changed the case-law 


contained 
a helief that the 


alter decision 


doctrine 


Fortunately, it appears that the 


further speculation may soon be set at rest, 


nee d TO! 


far as the Tax Court is con 
mid-October 


granted by the 


vr a trial, held in 


wit t to options 


Quaker Oats Company, is understood to re- 


re a disposition of the issue 


] : + 


Tt its recent decisions, ie 


Tax Court not 


nly has preserved the compensatory-pro 


> Wanda V. 
388 (1947), 
647 (CCA-9) 

” CCH Dec. 19,583(M), 12 TCM 398 (1953). 

CCH Dec. 19,830(M), 12 TCM 876 (1953); 
another such case given noncompensatory treat- 


Van Dusen, CCH Dec 


aff'd 48-1 ustc {§ 9214, 166 F. (2d) 
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15,625, 8 TC 


prietary distinction but has applied it at 
least as generously to taxpayers as was true 
before the Smith case. Thus, for example, 
in the case of James C. Hazelton,” a memo- 
randum handed down April 15, 
1953, an option was held proprietary despite 
the fact that the price was only 50 
per cent of market value at the date of grant 
and despite further facts which might well 
have seemed—though they did not to the 
lax Court—to indicate that the option was 
a substitute for a salary increase 


decision 


option 


The com- 
paratively favorable treatment dispensed by 
the Tax Court also appears in several cases 
where there was no significant spread be- 
tween option price and market value at the 
time of original grant of an option but a 
very substantial spread at the time an option 
was renewed ot each of 
Tax Court felt that only the 
spread situation existing at the date of the 
original grant would indicate whether it was 
the compensatory or the proprietary flavor 
which was dominant. 


augmented. In 


the se cases, the 


In this respect, it will 
be observed that the case law is more favor 
able to the taxpayer than Section 130A. 

Edward 
Judge Opper on 


The memorandum 
Egan. handed 


decision in 
down by 
July 31, 1953, is another case involving re 
markably favorable treatment. Here, there 
was no option but an outright purchase at 
a very large discount, and the 


case is of 
particular interest as illustrating the poten- 
tial value of the proprietary doctrine to in- 
dependent contractors (in this 


case, real 


estate operators). 
Stock “warrants’—Can option itself be 
treated as the only intended compensation? 
It has probably seemed to most tax men 
that what the 
upon an 


corporation really confers 
optionee is only 


that, if the 


the option itself; 
option could be valued at the 
date of grant, this should be the appropriate 
measure of any compensation income; and 
that any gain thereafter upon the sale of the 
option or sale of the stock should be treated 
as capital gain. ‘This was brought to mind 


by the dictum in the Supreme Court opinion 
which told us there might 
possibly be cases where 


“the only 


in the Smith cas« 


the option itself is 
intended compensation.” * Such 
found by the Tax 


I state of 


a case has now been 


Court, this past February, in 


Lauson Stone. 


ment is Norman G. 
13 TC 690 (1949) 

2 324 U. S. 177, at pp. 181-182 

3 CCH Dec. 19,474, 19 TC 872 (1953). 


Nicolson, CCH Dec. 17,268, 





The Commissioner has expressed non 


acquiescence, and there is a further reason for 
taxpayers to go slow in placing much reliance 


on the 


made it clear that options cannot be treated as 


Stone case. For the Tax Court has 


the only intended compensation unless they can 


be shown t 


ascertainable market 


In the 


have an 
value when granted 

court felt that the 
duced by the 
solved the 


+} | 
omer decision, 


stone case, the 
two expert witnesses pro 
taxpayer had satisfactorily 
But, m an 
McNamara," handed 
the taxpavel as 


that the 


valuation problem 
Harley | 
March 5, 1953, 


unsuccesstul; 


down On 


doc trine 


to assignable options which 


mediately exercisable 


The taxpayer in the 
| 
1 


VUcNamara case 1s 
taking an 


light 


provided by the language of the Tax Court 


appeal, and so we may get more 


mn the problem of valuation than is 


opinion 


Restricted Stock Arrangements 


Ihe valuation difficulties which 


proved 
fatal to the 


taxpayer in the McNamara case 
have be 
tf othe 


turned to I by a number 


taxpayers aet arrange 


ements 


which otten rete “restricted 


stock deals” and which excited a good 


deal of interes among ax practitioners 


within the past tew year In essence, the 


this: 


a corporation to employ ees 


theory behind 


Stock 


these arrangements is 
is sold by 


Or thers at a discount trom 


substantial 
market price But realization of income by 
the employee at time of 


cluded by 


stock, 


purchase 1s pre 
restrictions on the sale 


which, under the principl 


Supreme Court decision in Burnet 


prevent the stock from having an 


market value Che further 


under thes« 


tainabl 


arrangements, is that there will 
never be any realization of ordinary income 
at a later 


tions are 


date, either at the time the restric 


removed or when stock is sold 


The Tax Court within the past two years 


down two 


together, 


has handed 


decisions which, 


taken afford strong support fot 
result which 

These are Robert Lehman ™ 
Kuchman.™ The Commis 


has acquiesced in both decisions 


the belief that this is indeed the 
may be produced 
and Harold H 
sioner}; 

\ word ot 
It would be 


caution 1s, in order 
that the last 


word has necessarily been spoken on these 


pet haps, 


rash to assume 


restricted stock arrangements. It does not 


™CCH Dec. 19,495, 19 TC 1001 
8 2 usT 736, 283 U. S. 404 (1931) 


% CCH Dec. 18,576, 17 TC 652 (1951) 
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so limited as to provide no footing for the 
i 


courts to conclude 


that ordinary 


time ot elimination of re 


income 158 
realized at the 


strictions or, at the later time, when 


stock is sold lf the courts shou 


sented with a case where the facts clearlh 


show 


that there is no business purpose for 


the restrictions | 


only a naked 


oud " - 
put aesil 


1 


convert ordinary imto Capital 


Income 
through 
chaser, 
court 
for results 

\ more 


Burnet 7 


restrictions desired by tl 


yssibl 1 


it is by no means imp 


would somehow frustt 


conservative typ< rt us ot the 


Logan principle might well suggest 


] 


itself to a closely held corporation wishing 


ve executives a proprietary interest in 


1 
the long-run success of the company As 


we have seen, stock 


Statutory 
which 


impracticable t 


present valuation § difficulties 


made them seem 


closely held companies having 1 


securities. Thus, their thoughts may 


of their stock to employees 


rm restrictions These might 
as to have a requirement thi 


stock not be sold to anyone but the cor 


poration and must be 


tion upon termination 


such cases, the 
determine the orign ice on Sale 
executive 


and the rice on ultimate 


chase by example, 


percentage 
would 1 


arrangement well 


based 


provide the ki id of incentive 


ing a stake in the business which the 


legislation was supposed to provide 
suggested arrangement would also serve 
purpose, often desired, of keeping owners! 
and control in the hands of exist 
holders plus the management 

he very 
Estate oy 
that arrangement might be of 
particular interest to closely 


recent Tax Court decisicn, in 
Raymond T. Marshall indicates 
this type ol 
held corporations 
which amount to incorporated partnerships, 
especially where the 


corporation 1s 


service business, such as insurance 


vertising The Marshall case invol 

executive-stockholder of an insurance agency, 
and the decision 
of the Burnet v. 1 


received by 


illustrates the application 
gan principle to payments 
an employee upon 
and resale of his 


retirement 
stock to the corporation 
Che charter provided that stock could be 
held only by a director, officer, or emplovee 

"% Harold H. 
TC 154 (1952). 

® CCH Dec 


Kuchman, CCH Dec. 18,934, 18 
19,884, 20 TC . No. 137 (1953) 


TAXES —The Tax Magazine 





n a stockholder ceased to have such a 
connection with the corporation, he was re- 
quired to surrender his stock to the corpora- 
tio In entitled to 
receive either a lump-sum payment or pay- 


exchange, he was 
ments over a period of ten years equal to the 
dividends which would have been paid on 
such stock if he had continued to hold it. 
Mr Marshall elected to 


Car payments, and ie 


receive the ten 
agreement of the 


rporation to this effect 


a certincate 


Was ¢ videnced by 


received in exchange for the 


surrendered stock. 


Tax Court held that there was a 


in ‘ | 


I 


ent payments, ¢ vide nce d by the certific ate, 


was too indefinite to permit valuation. Thus, 


until the cost 


payments taxable 


} 
recovered, and, there- 


basis had beei 
Id 


alter, aad¢ 


itional payments were to be taxed 


as long-term capital gain 


arrangements 
executives 
will 


imong them 


ontax considera 
a closely 
a fairly small gi 
desire to @ive 


to buy 


whicl 


yvoungeel 


stock which will 
littl will give them an 
in future 


interest 


growth. In 
it may seem de sirable to issue 
stock dividend of preferred stock 


common stock with the par value of the 
preterred equal to the 1 


resent worth of the 


company and the preferred dividend equal 


resent earnings. This should have the 
f reducing the stock to a 


still be 


Commissioner over 


common 


value, though there may room 


argument with the 
Then the 


ckholders could sell their 


} 
| 


1S¢ amount existing 


common stock 


{ 


employees at a nominal price. 


Stock Purchase Plans and Section 130A 
| p to this 


ous option 


point, the 


and 


ciscussion of 
stock arrange- 
ments may have created the impression that 
have all 


ment employees. 


var 


restricted 


been designed for 


+} 
these 


manage- 
This is substantially true 
as a matter of historical development and 
largeiy true still of 


present-day practice 


But there is nothing in the law to prevent 


1° Regs. 118, Sec. 39.130A-1(b) (2). 
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the use of these plans and arrangements to 
encourage broad 
group ot lower-echelon employees. In fact, 
it appears that corporations have 
found it desirable to adapt the option statute 
called 


extend to a 


stock ownership by a 
some 


to arrangements—generally 
plans’’— 


“stock 
rela 
broad group of employees and which, 
characteristically, also provide lor 


purchase which 


tively 
install 
purchase price, tre 
through payroll deductions. 


ment payments of the 


juently 

An example of the adaptation of Section 
130A to a traditional type of stock purchase 
plan is found in the plan of the Inland Steel 
Company which was declared to be effective 
on August 25, 1952, and which was termed 
“Employee’s Stock Option Plan.” 
broad 


The plan 


was one ot 


coverage, options being 


available to all employees other than those 
represented by the United Mine Workers 
The date of was August 25, 1952; the 
term of and the 


market 


grant 
the option was three years; 


price was 95 per cent of the fair 
date of grant, as determined 
by the closing price on the New York Stock 


Exchange on that 


Each eligible employee was granted an 
option to purchase a number of shares, de 
termined by a formula related to the amount 
195] 
employee who desired his 
option “to continue 


value on the 


date. 


of his wages or salary received during 


Howe ver, Gat h 
in effect” was required, 


within 


a month from the date 


of the grant, 
to authorize periodic payroll deductions im 


an amount sufficient over a period of 35 


months to pay for the number of optioned 


shares allocated to him The option ot eac h 


employee who did not authorize payroll de 
ductions would, in the 


words of the plan, 


“terminate in its entirety 


At this point, one might raise a technical 


question. Since the option was granted 
subject to a condition to be fulfilled by the 
employee, that is, his authorizing payroll 
deductions within a month, could it bs 


that the date of the 


said 
granting of the option 
August 25, 1952, but a late 
on which the employee signified his 


was not really 
date 
consent to payroll deductions? This might 
have seemed a real problem but the regula- 
tions have made it clear that this condition 
to be fulfilled by the employee would not 
alter the date of grant. The 
distinguish between “conditions on the granting 
of an option,” on the one hand, and “condi- 
tions governing the exercise of the option,” 
on the other. 


regulations ' 





Phe regulations contain further references 
making it clear that the Commissioner con- 
cedes the propriety of using statutory op- 
stock purchase plans. As to the 
meaning of the word “option,” we 


tions in 
are told 
that “An option may be granted as part of 
or in with 
subscription 


conjunction an employee stock 


purchase plan or contract.” ” 


Now !et us see what would be the 
Couid it be 

ployee’s consent to 
stitutes the 
answer 


date of 
that the em 
payroll deductions con- 
option? The 
regulation 18, 


“exercise said 
“exercise” of the 
given by the quite 
that “An agreement or undertak 
ing by the make payments 


under a stock purchase plan does not con 


prope rly, 
employee to 


stitute the exercise of an option so long as 
the payments made remain subject to witl 
drawal by the employee.” 


Such provision 
for withdrawal is, 
Inland Steel 


any time 


in fact, contained in the 
plan. The employes 
revoke the 


roll deductions. In 


may at 
to make pay 
event, his 


authority 
that 

tuture; 
the balance 


option 
terminates as to the 
either that 
account be applied to the purchase of op 
tioned stock or that it be returned to him 
in cash with interest at 2 per 


and he may 


direct in his option 


cent. 


he actual coverage of employees under 


the Inland Steel plan has proven quite broad 
The company stated, as of May, 1953, that 
about 
than one 


7,000 employees, constituting more 
fourth of all employees of the com 
pany, were participating in the plan. The 
plan of the Inland Steel Company obviously 
is such as to avoid in advance the kind of 
financial predicament in which General Sar 
noff found himself. It appears further that 
the Inland Steel pattern has been followed 
by a number of other companies. One such 
found. in the plan 
of the Pittsburgh Plate Glass Company, as 


March 19, 


example appears to be 


set forth in a prospectus dated 
1952. 

It may well be that there are more plans 
of this nature than one could readily gather 
look at the plans. 
Thus, for example, one notes that the plan 
of AT&T, set dated 
June 10, 1952, “options,” 
but, 


ste ck 


from a hasty 


various 
forth in a prospectus 
makes no mention of 
instead, is described as an 
plan.” Yet 
what is, in substance, an option, since there 
could be a so-called “ 
to purchase” at any 


“employees’ 
the plan seems to involve 
cancellation of election 
time in whole or in 
(The AT&T plan differed materially 
from the Inland Steel plan in that the price 
was not the outset but 


part 


fixed at was to be 


* Regs. 118, Sec. 39.130A-1(a)(2) 
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determined by a formula, related to market 


price in the month payments are compléted 
Presumably, an option within the meaning 
of Section 130A would come into existence 
only when the price was thus fixed. But the 
employee was given until the twentieth day « 

the following month to 


cancel his 


decide whether to 
purchas« take 
back his cash instead of the 


election to and 


stock.) 


Stock Ownership Plans Not Involving 
an Option 


There seem to have grown up a fair num 
ber of plans, intended to encourage stock 
ownership among a relatively broad 
of employees, which do not involve an oj 
tion. The most popular of these plans af 

y are built around 

ie pension, profit-sharing and stock bonus 
provisions of Section 165 of the Code, and 
involve 


those which are 


contributions by 
well as the 


the employer as 
employee 


Plans simply involving easy credit terms. 
—Before turning 
be mentioned 


should 
still are at least 
are simply straight 


to these plans, it 
that there 
some plans in effect which 
purchase plans with no financial advantage 
provided by the employer except, perhaps 
edit terms through installment pay 
The form taken by 
ments will vary depending upon the provisions 


easy Cr 
ments these arrang¢ 
of the applicable state corporate law. Gen 
erally, state law forbids loans to officers or 
employees, though have passed 
special statutes encouraging employee stock 
purchase on the installment plan. A 
subscription contract 


some states 
stock 
also avoid the 
general rule against loans, but account must 


may 


be taken of possible provisions of corporate 
law prohibiting 


payment of dividends o1 


stock not yet fully paid for. 


Assuming that all such technical problems 
as these are met, plans involving simply th« 
credit granted 
found 
is treated as an ordinary purchaser and real 


use ol! 


to employe es have 


often been desirable 


The « mpl yer 
izes no ordinary income, provided these ma 
jor precautions are 
with the 
tions: 


taken to avoid collisio 
amended regula 
(1) Doubt must not be cast upon the 
vesting of ownership of the 


Commissioner’s 


stock in the 
employee when he enters the plan, other 
wise the sale may occur at a time when the 
value exceeds thé price and (2) the em 
ployee should not be in a position to rescind 
the purchase, whether by legal right or prac 


tical circumstances during the payment period, 


for, otherwise, the arrangement would un 


*1 Regs. 118, Sec. 39.130A-1(e). 
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doubtedly be 
as amounting to a stock option. 


viewed by the Commissioner 


Stock ownership plans and Section 165.— 
Many employee trusts, qualified under Sec- 
tion 165, have invested in the stock of the 
employer corporation. There is nothing in 
the law to forbid this. The “stock bonus 
type of trust, by its very nature, contem 
plates investments of this character, and it 
appears that a good many pension and profit- 
sharing trusts have also purchased stock of 
the employer company. 


” 


in some cases, the 
have 
factor in the 


holdings of the employee trust even 


become a substantial control 


of the company. 


In view of the coverage requirements con- 
tained in Section 165, the use of a trust to 
promote stock ownership by employees is 


only 


feasible where relatively broad cover- 
desired. But, wherever this is the 
, qualified stock plans afford the follow- 


ng important advantages: 


aze 1s 


Case 


(1) The employee is not taxed on contr! 
butions to the fund by the company, whether 
r not his forfeitable, until he 
stock Phe 


income during the 


intet is 
actually receive ribution of 
is true of dividend 


Since the trust 


the trust, is exempt 


yme tax 


yreover, if total distribution of his 


is made to an employee within one 
year because of his separation from 
f the distribution 


ibuted by the 


tiie excess 


ovel 
cont! employee 
il gain. In 
amendments 
the Revenue 
appreciation 


1 


iue of securities 


whether 


such 


as a result of the 


’s contributi 


is excluded from the determin 


the employee at distributi 
he capital gains 
| 
empi 


] yee 18 


ributions to the extent 


represent unr¢ alized appreciation 
was pur 
trust and attributable to the 
contributions. In effect, 
acquiring shares of 


the company which 
own 

al employee, 
mpany’s stock out of his own contri- 
qualified plan, is 
had made an outright 


utions under a stock 
eated just as if he 
irchase of such shares at the time of his 
contribution. (This 
hy a second amendment to Section 165 (b), 


made by Public Law 589 in 1952.) 


treatment was assured 
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(4) There is an advantage over the out- 
right purchase type of plan in that the 
employee is cushioned against loss, through 
decline in market values, on his own con- 
tributions to the full extent of the employ- 
er’s contributions (and of retained dividends 
paid during the trust term) 


Conclusions 


The foregoing is by no means an exhaus- 
tive canvass of all possible plans and proce- 
dures under which corporations may encourage 
their employees to acquire stock. 


There have been, for example, a number 
of types of special arrangements under 
which either a special class of ,stock, or stock 
in an afhliated corporation, is made available 
for purchase by key executives. In 
cases, the corporation creates a new 


some 
stock 
issue, restricted as to dividends and liquidat- 
ing rights so as not to have a greater value 
than the nominal sales price; the stock in 
substance represents only the right to par- 
ticipate in unusually high profits, Sometimes 
stock of this nature has been designated as 
“managerial stock.” Some 
ments involve 


other arrange 
executives of stock 
in an affiliated corporation into which the 
employer later contributes economic values 
lhe type of arrangement here referred to is, 
il newspapel 


sales to 


accounts are to be trusted, 
illustrated by the arrangement under which 
the Ford Motor Company has made avail 
able to its key executives stock in a S¢ parate 
company called Dearborn, which is given an 
pportunity to share in the prosperity of the 
Ford company by acting as 


it 
zation The 


oO 


a sales organi 


substance and effect of 


varied 


these 
arrangements are quite Some may 
the effect primarily of giving the em 

a lasting proprietary interest 


employer 


in the 
welfare of the company; others 
e a form of compensation which, 


yped, will 


be taxed as capital gain and 
is intended to induce the executive 


to enter into or remain in employment. 


the various plans and arrangements 
we have discussed more fully are sufficient, 
I believe, to indicate the major possibilities 
which are in today As to 


observ atic ms 


common use 


these, a few general warrant 


re-emphasis 


(1) As usual in tax planning, 


the particu 
lar plan or 


must be custom- 
tailored to fit the variable facts and purposes 
which are presented in the case at hand 


arrangement 


(2) One of the most basic of these 


; _m™m Vari- 
ables is whether it is desired to 


encourage 
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The regulations contain further references 
making it clear that the Commissioner con- 
cedes the propriety of using statutory op- 
tions in stock purchase plans. As to the 
meaning of the word “option,” we are told 
that “An option may be granted as part of 
stock 


subscription contract.” ” 


or in conjunction with an employes 
purchase plan or 


Now let us see what would be the date of 
Could it be said that the em 
ployee’s consent to payroll deductions con- 
stitutes the option? The 
regulation is, quite 
properly, that “An agreement or undertak 
ing by the employee to make payments 
under a stock purchase plan does not con 
stitute the exercise of an option so long as 


rT , 
exercise 


“exercise” of the 


answer given by the 


the payments made remain subject to with 
drawal by the employee.” * 
for withdrawal is, 
Inland Steel plan 
any time revoke the 
roll deductions. In 


Such provision 
in fact, contained in the 
The employee may at 
authority to make pay 
that 
terminates as to the 


event, his option 
future; and he may 
direct either that the balance in his option 
account be 
tioned 


applied to the purchase of op 
stock or that it be returned to him 
in cash with interest at 2 per 


cent, 


The actual coverage of employees unde 
the Inland Steel plan has proven quite broad 
[he company stated, as of May, 1953, that 
about constituting more 
than one fourth of all employees of the com- 
pany, were participating in the plan. The 
plan of the Inland Steel Company obviously 
is such as to avoid in advance the kind of 
financial predicament in which General Sar 
noff found himself. It appears further that 
the Inland Steel pattern has been followed 
by a number of other companies. One such 
example appears to be found in the plan 
of the Pittsburgh Plate Glass Company, as 
March 19, 


7,000 employees, 


set forth in a prospectus dated 
1952. 

It may well be that there are more plans 
of this nature than one could readily gather 
from a look at the plans. 
Thus, for example, one notes that the plan 
of AT&T, set dated 
June 10, 1952, makes no mention of “options,” 
but, described as an 
stock plan.” Yet 


what is, in substance, an option, since there 


hasty various 


forth in a prospectus 


instead, is “employees’ 


the plan seems to involve 


could be a so-called “cancellation of election 
to purchase” at any 
part 


time in whole or in 
(The AT&T plan differed materially 
from the Inland Steel plan in that the price 
was not 


fixed at the outset but was to be 


2” Regs. 118, Sec. 39.130A-1(a)(2) 
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determined by a formula, related to market 
price in the month payments are complete: 

Presumably, an option within the meaning 
of Section 130A would come into existenc¢ 
only when the price was thus fixed. But the 
employee was given until the twentieth day of 
the following month to decide whether to 
cancel his election to purchase and take 
back his cash instead of the stock.) 


Stock Ownership Plans Not Involving 
an Option 


There seem to have grown up a fair num- 
ber of plans, intended to encourage stock 
ownership among a relatively broad group 
of employees, which do not involve an op 
tion. The most popular of these plans ap 
parently are those which are built around 
the pension, profit-sharing and stock bonus 
provisions of Section 165 of the Code, and 
involve employer as 
well 


contributions by the 
as the employee 


Plans simply involving easy credit terms. 
—Before turning to these plans, it should 
that still are at least 
some plans in effect which are simply straight 
purchase plans with no financial advantage 
provided by the employer except, 
easy credit terms through installment pay 
ments. The form taken by these arrange 
ments will vary depending upon the provisions 
of the applicable state corporate law. Gen- 
erally, state law forbids loans to officers o1 
employees, though states have passed 
special statutes encouraging employee stock 
purchase on the installment plan. A stock 
subscription contract may avoid the 
general rule against loans, but account must 


be mentioned there 


perhaps, 


some 


also 


be taken of possible provisions of corporate 
law prohibiting payment of 
stock not yet fully paid for. 


div idends oO! 


Assuming that all such technical problems 
as these are met, plans involving simply th« 
use of credit granted to employees 
often been found desirable. The employe: 
is treated as an ordinary purchaser and real 
izes no ordinary income, provided these ma 
jor precautions are taken to avoid collision 
with the 
tions: 


have 


Commissioner’s amended regula 
(1) Doubt must not be cast upon th 
vesting of ownership of the stock in the 
employee when he enters the plan, other 
wise the sale may occur at a time when the 
value price and (2) the em 
ployee should not be in a position to rescind 
the purchase, whether by legal right or prac 
tical circumstances during the payment period, 


exceeds the 


for, otherwise, the arrangement would wu: 


*1 Regs. 118, Sec. 39.130A-1(e). 
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doubtedly be 
as amounting to a stock option. 


viewed by the Commissioner 


Stock ownership plans and Section 165.— 
Many employee trusts, qualified under Sec- 
tion 165, have invested in the stock of the 
employer corporation. 
the law to forbid this. 


There is nothing in 
The “stock bonus” 
type of trust, by its very nature, contem 
plates investments of this character, and it 
appears that a good many pension and profit- 
sharing trusts have also purchased stock of 
the employer company. In some cases, the 
holdings of the employee trust have even 
become a 


of the 


substantial factor in the control 


company. 


In view of the coverage requirements con- 
tained in Section 165, the use of a trust to 
promote stock ownership by employees is 
feasible relatively broad cover- 
But, wherever this is the 
» qualified stock plans afford the follow- 
ng important advantages: 


(1) The is not taxed on contri 
butions to the fund by the company, whether 
or not his forfeitable, until he 

stock. Tl 
during the 


ie trust 18S exempt 


only where 
desired. 


age 1S 


Case 


employs r 


interest 1S 


actually receives distribution ot r 


dividend income 
tl 


same is fT! oO! 


r the Since 


trust, 
income tax 


(2) Moreover, if t 


‘tal distribution of his 


nterest within one 


is made to an employee 
taxable vear because of his separation from 
the. distribution 


contributed by the 


service, the excess ol! over 


amounts employee is 


taxed as a long-term capital gain. In 
; result of amen 
Section 165 (b) mad y the 


of 1951, the w 


any 
: 1 ay 
Such Cas¢ aS a iments 
Revenue 

irealized appreciation 


securities 


period) in tl lue of 


trust 


the employer c« such 
result of the 


’s contributions 


Irporation, whether 


] 


rities acquired <« a 


were 
yver’s O1 the emp! vee 

und, is excluded from the determina 
at distribution. 


the employes 


Even in cases where the capital gains 


not applicable, ne en ployee 1s 


mn distributions to the extent 


represent unrealized appreciation 
which pur- 
trust and attributable to the 
contributions In effect, 


acquiring shares of 


the company was 


employ own 


there rore, an employs Sc. 


the company’s stock out of his own contri- 
stock plan, is 
had made an outright 


of such shares at the time of his 


under a qualified 


butions 
treated just as if he 
purchase 
contribution. (This treatment was assured 
hy a second amendment to Section 165 (b), 


made by Public Law 589 in 1952.) 
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(4) There is an advantage over the out- 
right purchase type of plan in that the 
employee is cushioned against loss, through 
decline in market values, on his own con- 
tributions to the full extent of the. employ- 
er’s contributions (and of retained dividends 
paid during the trust term). 


Conclusions 


The foregoing is by no means an exhaus- 
tive canvass of all possible plans and proce- 
dures under which corporations may encourage 
their employees to acquire stock. 


There have been, for example, a number 
of types of special arrangements under 
which either a special class of ,stock, or stock 
in an athliated corporation, is made available 
for purchase by key executives. In 


cases, 


some 
the corporation creates a new stock 
issue, restricted as to dividends and liquidat- 
ing rights so as not to have a greater value 
than the nominal sales price; the stock in 
substance represents only the right to par 
ticipate in unusually high profits. Sometimes 
stock of this nature has been designated as 
“managerial stock.” Some other arrange- 
ments involve sales to executives of stock 
in an affiliated corporation into which the 
employer later contributes economic values. 
The type of arrangement here referred to is, 
if newspaper accounts are to be trusted, 
illustrated by the arrangement under which 
the Ford Motor Company has made avail 
able to its key executives stock in a separate 
company called Dearborn, which is given an 


opportunity to sl 


hare in the prosperity of the 
Ford company by acting as 


a sales organi- 
zation Phe 


substance and effect of 


varied 


these 
arrangements are quite Some may 
ct primarily of giving the em 
a lasting proprietary interest in the 
velfare of the employer 


have the effe 


ployee 


company; others 
a form of compensation which. 
will be taxed as capital gain and 
intended to induce the executive 
to enter into or remain in employment. 


may involve 


it is hoped 
it 1 ped, 


which is 


But the various plans and arrangements 
we have discussed more fully are sufficient. 
I believe, to indicate the major possibilities 
which are in use today. As to 


observations 


common 


these, a few general 


Warrant 
re-emphasis 

(1) As usual in tax planning, the particu 
lar plan or arrangement must be custom 
tailored to fit the variable facts and purposes 
which are presented in the case at hand 


(2) One of the most basic of these 


mm Vari- 
ables is whether it is desired to 


encourage 
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stock ownership by a broad group of em- 
ployees or by a relatively small group of key 
executives. 

(3) Another of the 
to the underlying purpose 


basic variables goes 


Does the corpo- 
ration desire relatively stable and permanent 
end in itself? 


employee ownership as an 


Or, on the other hand, does it wish to con- 
fer economic benefits which are tantamount 
to additional which will 


not be taxed as such if skillful use is made 


compensation but 


of rules and provisions of the law extending 
preferred tax treatment to certain types of 


[The End] 


employee stock acquisition? 


TAX ACCOUNTING FOR REPRICING AND OTHER RESERVES— 
Continued from page 998 


quired to take a deduction as of the time 
By reason of Sec 
which was to 
strip the Commissioner of discretion in the 


of admission of liability 


tion 3806, one purpose ot! 
matter, a deduction as of the time of ad- 
mission ot 
at the 
where the 


reflects 


liability may be permitted only 
and in 


is satisfied that it 


contractor’s request cases 
Commissioner 
clearly income, 

Now what is meant by the statutory re 
for a clear reflection of income 
that 


revenues and 


quirement 
It is not 
matching of 


necessary there shall be a 


expenses where 


the cash basis or the strict accrual basis is 


used. But, if there is a departure from eithes 


of these bases, is the principle ot matching 


essential? | have always supposed that it 1s 
that, 


endorses the 


pertinent in some respect and since 


accountancy strongly 


ple, this 


princi 
may be the rationale of the 
provision in the regulations that approved 
standard methods of accounting ordinarily will 
be regarded as clearly reflecting income lf 


this is the proper rationale, it follows that 


there may not be much reason for allowing 


a reserve as wi a time when it will not ef 
fect a matching. 


As I 


tion tor 


understand it, 
setting up a 
than when the 
ernment contract are 


despite the sugges 
reserve aS Of a time 
later articles under a gov 
delivered, contractors 
wish to surrender their 
Section 3806 to relate the price 
back to all articles 


delivered. | am not sure, 


generally do not 
right under 
reduction previously 
however, that this 
Section 3806, with its 


credit for taxes paid on income previously 


suggestion is sound. 


earned, was designed to permit contractors 
to relate the contract price reductions back 
to all prior tax years where the contractor 
reported income in those years. In reality, 
its purpose was to eliminate the necessity 
ior a reserve. 


This being the historical purpose of Sec- 
tion 3806, I do not see any particular rea- 
son for a prime government contractor to 


set up a reserve except as the articles are 
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delivered, at which time, according to pres 


ent indications, he may be unabl 


to make 
any reasonable estimate I 


Chis is to say, his 
situation in using a reserve does not diffe: 
from that of a subcontractor who is re 
quired to negotiate with his prime contractor 
prime 


When a 


tractor seeks to employ a reserve, he 


regarding repricing 
to depart from the scheme provided 
Section 3806. He does not wish to pay the 
tax and then when the repricing occurs take 
a credit against the excess price as co! 

templated by Section 3806. He desires to be 
outside the that This is 


the same as the subcontractor’s situation where 


scope of section 


he reduces the price to his prime contractor 


This is not to say that no impré 


devised for the 


vement 
may be treatment of tax 
adjustments arising out of repricing. Sines 
we are here concerned only with 


my point is that 


reserves, 
a reserve method does not 
1 


appear to be a practical solution, for eithe1 


the taxpayer or the government 


In conclusion, ] may summarize my mai1 
thesis in this manne: Acc 


understanding of the 


rding to my 

criticism which is 

aimed at tax accounting, it is bottomed upon 
that 


principles 


the proposition sound, accepted bus 


ness accounting 


should be 


and methods 
purposes 

the criticism goes further than this, I do not 
understand it. 


it, my 


recognized for tax 


If this adequately describes 
is that the regulations con 
template and clearly provide for applying 


answel! 


generally accepted business accounting prin 
ciples and methods. And, whatever confu 
sion there is, may, for the most part, be in 
misconstruing the 


court decisions. Thus, in 


a nutshell the lawyer’s answer to the criti 
cism should be that the courts decide cases 
only upon the evidence before them 


can not decide 


They 
method cor 

stitutes a generally recognized and accepted 
method in business i 
tinue the general 


that a given 


accounting 1f we con- 
practice of not adducing 
evidence to support a finding to that effect. 


[The End] 
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Topic: Purchase and Sale of Corporate Business 


Chairman: William M. Emery 


Time: Thursday Afternoon, October 29 


Taxable Transfers 
of Corporate Businesses 


concer! ned 


.* the subject implies, we are 
in this discussion with the sale and 


purchase of a corporate business for a con- 
| money I quivalent, and 


f the parties 


ransaction 
| ] 

t course, otner problems to 

by the 


parties, for example, 


ma, be 1 violation of the 
And, in a particular case, 


he tax pr yblems may be 


antitrust laws 
relatively unimpor 


both 


seek 


an Nevertheless, in most 
} 


nasers should 


before 


Cases, 


e seliers and t yur’ 


tax advice they become 


omitted preferably before 
rtaking I u otiations 
tax problems stem, in part, 


differences in tax rates On 


including dividends, the 
ndividuals range to 92 per cent, 
long 


maximum eftecti ate on 


tal gains is 26 per cent In the 


rporations, the effective rate on 


income is about 7 per cent, that on 


term capital gains is 26 per cent, the 


is 30 per cent, and the sur 


per cent on income above 
will be 
this dis 
scheduled to 
Perhaps 


encountered 


No special consideration 
he excess profits tax in 
cause that law 1s 
is veal 

commonly 

double tax—a tax on the 

it sells the assets, and another 
areholders when the corpora 


and distributes the proceeds 


rs require consideration 
which 


Does 


surplus? 


type ot transaction 


in a particular case 


corporation have an earned 


le proposed 


{ purchase 


price greater or 
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By FREDERICK R. SHEARER 


Mayer, Meyer, Austrian & Platt, 
Chicago 


assets to the 
stock to 


corporation 


less than the basis ot the 
basis ol the 


Does the 


corporation, and the 
the shareholders? 

have losses or carry-overs to offset a gain 
have 


on the sale of its assets, or does it 


would be absorbed by 


other income which 


a loss on such a sale? Is the purchaser in 
terested in acquiring all the assets, or only 
assets?’ Are the sellers dé 
all-cash deal and must the 
credit to finance the 


purchaser contemplate 


the business 
manding an 
arrange 
Does the 


ownership of the 


purchaser 


deal? 


lirect business, or does 


that his investment be in the 


a corporation owning and operat 
What are the 


way ot 


business? 
do in the 


parties 
guaranteeing 
or assuming the risk of undisclosed 
liabilities of the 


undetermined business? 


As a point, certain 
well-established principles of tax law. If 


tarting there are 


realizes 
loss measured by the dif 


a corporation sells its assets, it 


gain or sustains 
ference between the basis 6f the 
the selling 
stock, they 


measured by the 


assets and 
price lf shareholders sell their 

realize gain or sustain loss 
thei 


price. If a corpora 


difference between 
bases and tbe selling 
tion 
has no 
but the shareholders 


measured by the 


assets, it 
distribution 
gain or 


dissolves and distributes its 


trom the 


loss 


gain or 
have loss 
difference between thei 
bases and the value of the assets distributed, 
except in the case of a corporate share 
holder owning 80 per [ 


stock he 


cent or more of the 


obtains a 
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basis for future gain or loss measured by 


The purchaser of stock obtains a 
basis for the 


his cost. 
stock measured by his 
but there is no change in 


assets of the 


cost, 
the basis of the 
corporation so long as it 


continues to own and operate the business 


Thus, it is 


tage to 


to the seller’s advan 


torm oft 


usually 
consummate 
and to the 
have the 


one transac 


tion, advantage to 
take a different form 
heir opposing views have to be reconciled 
by negotiation It is in this that 


serves al 


purchaser’s 
transaction 


setting 


tax planning of the transaction 


important and legitimate function. 


There ar¢ several recognized 


methods of 


effecting the sale purchase of a cor- 


1 
and 


porate business 


The most 


direct method i to purchase 
desired assets fre 


corporation 


This method preferred by 


1e purchaser because gets a basis meas- 


by the cost, and he incurs little or no 


risk with respect to unknown liabilities. But 
if such a sale would 


in a substantial 
tax to the corporation, the shareholders will 


il 


result 


1 


usually refuse to go through with the deal 


because of the second tax they will incur 
distribution of the 
A second 


sired assets 


upon 


proceeds 


j 


meth to purchasse the de 
after 
corporation. ‘The 
shareholders will realize their capital gains 
when the distributed, but, in the 


would be 


are" 
from shareholders 


‘ 
} 
tf 


e liquidation of 


assets are 


ordinary case, there 


no additional 


gains to them when they consummate the 


sale to the purchaser. If properly handled, 


: 
there will be no realization of 


gain by the 
corporatior 


avoide d 


double tax will be 
wit! 
second ietho al ‘0 isstoner 
urt Holding Company, 
S. 331, and U 
Service Company, | ST 

S. 451 


this Z 

| 9215 
Cumberland 
© 9] 8) 


The Court Holding case originated in the 
lax Court. The corporation was the owner 
lessor of an apartment building with 
basis It 


a low 
cost had two stockholders, hus- 


band and wife, who were also officers and 
behalf of the 
with the 
the building, 
of minds as to the 
and 


written 


directors. On 
they 


sale of 


corporation, 


negotiate d 


lessees for the 
and reached a meeting 
price and terms of sale 
arranged for an attorney to prepare a 
then learned that 
corporation would be subject 
double tax and notified the 
purchasers that they would not sign the con- 


tract 
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contract Chey 


they and the 
to a large 


Directors’ and stockholders’ 


meet- 


December, 


1953 9 


ings were then held to vote liquidation, and 
the corporation conveyed its assets to the 
stockholders, who then offered to and did 
enter into a contract to sell the apartment 
building to the their nominee 
on the same terms and conditions as previously 
negotiated on bchalf of the 


lessees or 


corporation. 


} 


Che Commissioner determined defi 


ciency against the which 


sustained by the 


corporation, 
Court on 
that the sale had been made by the corpo 
ration, that the corporate sale had not beer 
that, in the purported sal 
by the stockholders, they were in reality 
The 
Fifth Circuit re 
that the corporatiol! 


was 


Tax the theory 


abandoned and 


acting as agents for the corporatior 
Court of Appeals for the 
versed on the 
nad not 


ground 


entered into an agreement of sale 


} 1 a 11 1. : 
which was bindit fu | al law, that tne 


proposed corporate 1 been effectively 
called off and _ th: , ockholders had 
actually made th Supreme 
reversed the 


the decisi n ot! 


court and reinstated 


yurt Phe 


Tax ¢ basis 


so calle d D 


of its decision was the 
finality to Tax ( 
it supporte d by evidence. 


which gave 


The Cumberland case orig 


gin: 
Court of 


Claims 


Che taxpayer 


squeezed by its in ity t 
with TVA power. 
to sell all the stock to a competing coo 
tive. The latte: 
partly because it did 


was being 


Its owners « 


pe te 


refused to 
not desire 


and partly because of 


it had power to purchase 


with a proposal to 


lict 


mission and distri 


taxpayer corporat 


of the heavy tax. 


entered into betwe 


the shareholders under 


holders agreed to acquire by liquidation 


transmission and distribution equipment and 


then to sell it to the cooperative. The cor 


poration disposed of its remainit assets, 
completed its 
he 
a tax from the 
that the 
for effectuating what was in 

porate sale. The Court of Claims disagt 
and found for the 
“although 


dissolved 


collected 


liquidation 
Commissioner assessed 
corpor: mn the theory 
Iders 


shareho 


taxpayer, holding 
the avowed purposs 
nevertheless the stockholders o 
corporation may validly contract to diss¢ 
sell the 


1s to red 


taxation, 


and to 


” 


the corporation physical 


assets themselves 


The Supreme Court granted certiorari 


“to clear up doubts arising out of the Court 
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Transferring a corporate business 
by outright sale of the 

stock is the method usually 
preferred by sellers. 


affirmed the Court 
sense, the Cc 

stand for the mere proposition 

ibunal has the first guess in 

is evidence 

overturned 

sense, the 

for much 

Ce to 

liscloses that 


mere sham 


1 1 

liquida 
no tax oO the 
immediate sale 


Che iol- 


opinion: 


olde rs 


tax consequences that 


ax provisions here con 


inherent in the present 


a corporation is taxed 


physical properties and 


listributes the cash proceeds is liquidati v 
lividends, yet is not taxed 


is distributed in 


if that property 
kind and is then 
both 


sold by 
instances tl 
the shareholders in the 


shareholders In i¢ 


business 
transferred to the purchase1 


1 } 1 . | 1 
tnese tocKno! I had succeedes 


+ 


tock, 


transterred 


€ir origin: their s 
interest uld hav been 


purchasers effectively 
a transaction the c rporation W 


realized no taxable 


rmined that diffe 
ll flow 


vwrhicth +} 
wh 1 th 


mngress having dete 
tax consequences shi from differ- 
shareholders 


dispose 


we accept 


tribunal.” 


eme Court has thus placed 


approval on this second method 
ing a corporate business But 
ficulty in applying the method arises 
the circumstances that both the Court 
and. the Cumberland cases turned 


Whether a 


in a given 


fact question 


case de- 
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pends upon the convince the 


ability to 
trier of the facts either that the corporation 
never became committed to a sale, or, if 
that the 


definitely abandoned 


A third 


rate 


committed, corporate sale was 


method of transferring a corpo- 
business 
of the stock This method is the one 
usually preferred by the 


propriate in the case 


consists of an outright sale 
It is ap- 
of a purchaser 


sellers. 
who 
ownership of the 
his investment in 


' ‘ 
does not desire direct 


assets but wishes to have 


the stock of a 


corporation owning and 
yperating the business, provided there is no 
necessity for the purchaser to use the cor 
assets either for or to secure 
ie payment of all or 


price. 


to pay 

a part of the purchase 
Chere are no unusual tax problems 
The 


stock 1s his cost, 


[here is a single tax on the sellers. 
purchaser’s basis for the 
and the 


changed in the 


basis for the assets continues un 


corporation. The problems 
There should 
be a carefully prepared contract containing 
proper warranties and 
the sellers as to the 
of the 
with respect to undisclosed or undetermined 
liabilities. Of importance are 
provisions relating to the undetermined fed- 
eral tax liabilities of the corporation. A 
fair provision, with respect to such liabili 
ties for taxable years already closed, would 


are those of draftsmanship. 


representations of 
assets and liabilities 
corporation, and detailed provisions 


particular 


be for the sellers to agree to a downward 
idjustment of the purchase 


amount equal to any 


price 
taxes 


by an 
finally 
letermined in excess of the liability there 
shown in the corporation’s balance 
used as the basis for the 
together interest to the 
As to the current 
year, a fair would be to include 
in the sheet a reserve for 
taxes computed by 


such 


lor as 
sheet whicl is 
agreement, with 
closing date of the sale. 
provision 
balance federal 

annualizing the income 
to the date of sale and to require a down 
ward adjustment of the purchase price for 


any increase similarly computed when such 


finally determined In 
sellers should be accorded the 


right to join in defending against any de 


taxes are either 


event, the 


nciencies asserted by the 


government. 


Suppose, however, that the sellers ‘insist 
upon selling stock and nothing else, and the 
upon and 


What can be done to reconcile 


purchaser insists buying assets 


nothing else 


such differences 


de cisions 


Chere is a line of court 
which approves a fourth method 
of transferring a corporate business. Under 
the purchaser buys the stock 
pursuant to an agreement 


this method, 


with the share 
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had paid for the stock. The statutory 
The Kimbell-Diamond method: the provisions which were ignored 


in this case 


indirect purchase of the assets by were not those relating to liquidating divi 

ae dends, but the provisions corresponding to 
first acquiring the stock what is now Section 113 (a) (7) of the 
with the purpose and intention of Code, relating to the 


t 


basis « yuperty 


taking over the assets. acquired in connection with a pla. of 
reorganization 


holders, and, upon becoming the owner of Finally, we have the case of Kimb, 
’ ' 1 , ) oO Mi ompan f 7 AS 
the stoc k. proceeds t liquidate the corpo Diam md Milling ( mpany, ‘ H ] tox 17,404, 
é, 14 TC 74 (1950), aff'd per curiam by the 
ration and take over its assets : . ~ € " st am 
Fifth Circuit, 51-1 ustce § 9201, 187 F. (2d) 
718, a: eae i: 3 Bery. ne 
also ate the basis of the assets in 


Refining Company, 38-2 ©9580, 99 F the hands of the purchaser, but seems to be 


An early case involving 


Sé¢ 


a 
is that ot Commusst 


(2d) 588 t 


thea Cas the asset 


» s the first case involving Section 113 (a) (15) 
had great 1 in value between the which provides that property received in 
time wh for the stock was fixed complete liquidation of a controlled sub 
and the time vhen hie liq lidation was sidiary shall take the same basis as that 

consummated h oard of Tax Appeals the subsidiary. Strange to say, it was the Com 
sustained the Commissioner’s contention ™ssioner, the loser in the earlier litigatior 


+] who contended for the applicatio 


that the purchaser had realized a substantial : 
; : Ashland and Koppers cases 
taxable profit upon the liquidation Che Pp ee 


case arose before what is now Section In the Kimbell-Diamond 


112 (b) (6) had become a part of the tax chaser had low titut 


é a w substituted 


Ci 


law The Sixth Circuit reversed upon the stock because in purchasing 


theory that the purchaser’s purpose in a had used funds derived from an 11 


quiring the stock was to become the ownet conversion of its previously owned plant 
ot the assets and that, in substance, it had The taxpayer cé ntended that it was entitled 
merely purchased the assets by a circuitous to the same basis as that of the liquidat 


i til i 


( 


| li 
nethod The court held, theretore, that the corporation pursuant to Sections 112 (b) (6) 


liquidation step should be ignored, that a and 113 (a) (15) The facts showed that 


taxpayer realizes no profit upon a mere the stock had been purchased with the 


I 
purchase and that the purchaser’s basis for pose and intention of acquiring the 


the assets should properly be determined ing assets. The Commissioner ci 


by reference to the price that had been paid and the Tax Court held, that 


for the stocl that purpose and intention, the tr: 
ee : , ( should be treated as a pure hase of t 
Silat ro arose lil j ) vd 


. ©4197 for an amount equal to the “co 
Company, ¢ 179. 1209 I ou | ) ( 


sto - | t inter liat 
(1946). which : ote Pea te ock, and that the intermediate 


hould be ignot 
ig before Section 4 (6) be should be ed 


occurril 


I 


came a part of the tax law. There the prob Of considerable interest in 


lem was not that of charging the purchaset tion is the more recent decision 


with a profit upon liquidation but of deter Court in Distributors Finance vf 


POUTGE 
mining the basis of the corporate assets CCH Dec 19,798, 20 TC No. 111 (19 


after the liquidation That case was also where the Commissioner was unsuccessiu 


complicated by two additional steps Phe in applying the Kimbell-Diamond doctrin¢ 
purchaser of the stock did not liquidate the he taxpayer in that case was the purchaser 
company but, as a part of the plan, trans of the stock of a corporation which owned 


ferred the stock to its subsidiary No. 1 a department store, and which also pos 


for an issue of preferred stock, and sub sessed a substantial amount of current 
sidiary No. 1 then transferred the stock assets. Third parties had obtained transfe1 
to subsidiary No. 2 for its common stock. able options to buy the stock. They were 
Subsidiary No. 2 liquidated the corpora interested primarily in the department store 
tion whose stock had been so acquired and assets, but needed help to finance the 
took over the assets consisting of coal purchase. Two or three days before the op 
properties. Applying the principles of the tions were to expire, the taxpayer corpora 
Ashland case, the Tax Court held that sub tion was brought into the deal under a 
sidiary No. 2 was entitled to take as its arrangement by which the taxpayer would 
basis the price which the parent company take an assignment of the options and pur 
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lf the Kimbell-Diamond method is to 

be used, extreme care is required 

to have the record show the existence 
of the purpose and intent to acquire 
the assets when the plan 

to obtain the stock is formulated. 


the stock, and the operating assets 


department would be sold for 


store 


f ten-year debentures to a new 


P| to organized by the 


Ihe opti were 


third 
assigned, the 
was purchased and an agreement was 


the sale of the department 


re assets. Promptly upon consummating 


the aepartment store assets, the 


dissolved and the tax 


r its entire 


then con 


assets, 


or its equivalent and the 


vear debentures. The Tax Court sustained 


taxpayer's contention that there was no 


rie upon liquidation because of the 
isions of Section 112 (hb) (0), and that 


its basis upon collection or disposing of the 


lol 
debentures was the 


same as the basis in 


the underlying 


retused 


corporation 
to uphold the Commis 
Ashland and 


should be ap 


contention that the 
Diamond principles 


It based its action upon the 


it could not find on the 


liquidation of the 


State 
T¢ cord 
underlying cot 


tion was part of plan as originally 


he taxpaye! became 
assignment of the 


ns and purchase the 


stock, although 


uidation must have become a part of the 


tiv thereatter. 


, ’ 
the Distributor case, it 1S 


he purpose and intent of the 


to acquire the 


underlying 


exist at the 


assets 


, ‘7 
tf only 


time the stock 


ased, but must be an 


plan at the 
committed, 


integral part 


time the purchaser be 


comes orally o1 otherwise, to 


the stock 


Manitfestly, this is a 


s difficult to apply. It is purely 


i subjective what 


test, namely, was. the 


urchaser’s state of mind? Thus, if the 
urth method } ) d, extreme 


l care 


is required t record show the 
xistence of the 


} 
; 


quire the 


purpose and 
when the 
© is formulated 


intent to ac 


assets 


obtain 


approving this fourth 
hold th the 


have been acquired by 


method corporate assets 


If this be 


purchase. 


Sixth Annual Federal Tax Conference 


true, who is the seller of the ? 
Should it not that 
has participated in a taxable transfer of its 
assets to the purchaser ? 
that 


and 


assets 
follow the corporation 
Strange Say, 
was presented to 
’ Sixth Circuit on the 
same day on which the Ashland case was 
decided. In U, S. v. Gendron Wheel Com 
pany, 38-2 79581, 100 F. (2d) 57 
(CCA-6), the taxpayer was the underlying 
corporation whos¢ 


identical 


decided by the 


problem 


USTC 


stock had been sold and 
been distributed to the 
It claimed a loss on the theory 
that its assets had been sold for the 
paid by the purchaser for the 
court refused to allow 

that the Ashland case 
because the 


whose assets had 


purchaser 
price 
stock lhe 
the loss, and stated 
distinguishable 

Gendron 


was 
case 
was not unitary plan 
The what its answet 
would have been if a unitary plan had been 
established 


taxpayer in the 
relying upon 
court did not say 


any 


The Commissioner attempted to impose 


a tax on the underlying corporation in the 
case of Steubenville Bridge Company, CCH 
Dec. 16,680, 11 TC 789 (1948). There the 
facts were similar to those in the Kimbell 
that the purchaser, 
after receiving the assets in liquidation, pro 
ceeded to sell them to the State of West 
Virginia Thus, the case presented a com 
bination of a Kimbell-Diamond and a Cumber 
land Nevertheless, the Tax 
refused to hold that the 
had realized 


Diamond case except 


transaction 


Court corporation 


mcome as Upon a 


corporate 
sale 


The same in Dallas Down 


ompany, Ce H Dec 
16,777, 12 TC 114 (1949) In that case, 
there were some additional steps which the 
Commissioner 


question arose 


town Development ( 


treated as a sale by the 
underlying corporation 
Court held that 
without substance, so 
the facts essentially the 
in the Kimbell-Diamond cas 
the underlying 


However, the Tax 
such additional steps were 
that, as so construed, 
were Same as 
It was held that 
corporation did not 
any taxable from the 
In the the purchaser in that 

the Tax Court has held that the basis for 
price paid for the stock. 
Trust Company of Dallas 
19,.694(M), 12 TCM 588 (1953).) 


realize 
income transaction 


case ot case, 
the assets was the 
(See Texas Bank « 
CCH Dec 


The Kimbell-Diamond principle has even 
been extended to a situation where the pur- 
chaser of the stock did not desire to acquire 
any assets, but only the cancella 
tion of a claim for damages for breach of 
contract (See Armored Tank Corporation, 
CCH Dec. 16,633, 11 TC 644 (1948); Pressed 
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Steel Car Company, CCH 
TC —, No. 24 (1953).) 


It seems cle ir, 
method 


; 


Dec. 19,616, 20 


therefore, that this fourth 
will successfully 


and will 


avoid the double 


. : 
also give tl 


ie purchaser a basis 

he assets measured by the cost of the 
stock, if it can be established that the pur- 
pose and intention to acquire the assets was 
an integral part of the 


the stock was purchased. 


plan under which 


lhe newspapers recently published ac 
counts of what was called the largest real 
estate deal in New York’s history. Control 
of the office and two 
other properties changed hands ostensibly 


through tl 


Chrysler building 


porations wned 


Was 


stated that the purchasers were two 


corporations, one, an established real estate 


having 


operator, acquired 75 per cent of 
the stock, and the other, apparently newly 
organized by an investment banking firm, 
having acquired the other 25 per cent. It 
stated that a substantial 


funds to consummate the 


was part of the 
purchase wer¢ 
$40,000,000 of 


insurance 


obtained from the issue of 
mortgage bonds to an company 
and that secondary financing was provided 
by one of the New York banks. No further 
details are given, but | that the 
underlying corporations immediately 
liquidated is difficult to see 
how it would have been practicable to issue 
mortgage bonds secured by the 
The 


Suggest a 


suspect 
were 
Otherwise, it 


properties. 

newspaper 
fifth 

business 


account, however, does 


method of transferring a 


corporate sometimes resorted to in 
order to assure that the purchasers will get a 


basis for the with 


more than one 


assets 


commensurate 


current values By having 


that no cor- 
purchaser acquires as much as &0 
per cent ot the stock, the possible appli 
Section 112 (b) (6) and Section 
113 (a) (15) is avoided. Apparently, the tax 
advisers in the Chrysler d 


1 
1] 
I 


uurchaser, and making 
urcl 1 nd kit 


sure 


porate 
cation of 
deal were not 


of their eggs in the 


willing to put a 
Diamond basket 


Kombe 


Another or sixth method of transferring 
rted to 


where the purchaser desires to continue the 


busin SS has been rest 
corporation in the ownership and operation 
of the business, but does not desire to make 

investment 
all the 


sufficiently large to cover 
This 
recent district 
52-2 
Ohio), 
appeal in the 


Zenz case. the tax 


assets of the corporation 
problem is illustrated by the 
court decision in Zenz v. Quinlivan, 
ustc § 9418, 106 F. Supp. 57 (DC 
which I understand is on 
Sixth Circuit In the 


1038 


December, 


1953 ®@ 


payer was the sole stockholder, and also a 
director and officer, of 
pany. She desired to sell her entire interest 
A deal with the 


of a competing partnership and 


a contracting com 


was negotiated members 
a price ol 
$790 per share arrived at. Apparently, t 
finance the ent 


the ll 


purchasers could not 


price The contracts were drawn by 


attorney, and consisted of two agreements 
Che March 12 and pu 
ported to sell 47 of the 108 


utstanding 
shares to the 


first was dated 


individual purchasers at $790 


per share, payable with a small down pay 


i 
ment and the balance in notes secured by 


the 47 shares. The old officers and directors 


then resigned and the purchasers selecte: 
directors. The 
dated March 31 


ported to sell the 


new officers and 
agreement was 
remaining 61 
the corporation at $790 per share, 
price being approximately 
surplus of the 
Commissioner treated the 
the 61 shares as essentially equivalent to 


the distribution of a Sec- 


1% ] 
equal 
eal ned corporation 


disposition o!t 


dividend under 
tion 115 (zg) of the Code, and the district 
court sustained the 
held that the several steps were parts of a 
single transaction and had the effect of first 
withdrawing the surplus as a dividend and 
then selling the stock to the purchasers 


Commissioner. It was 


The court was probably correct in con 
cluding that the two contracts were 
of a single transaction. However, the 
sion that Section 115 (g) 
seems questionable. 
lacking 


terminates the taxpayer’s status as 


parts 
i deci- 
was applicable 
Dividend equivalence 
seems where the 


pletely 


transaction com 


a stockholder. But unless and until the 
case is reversed on appeal, individual stock 
holders should not run the 

Zenz method in 


having 


risk of using the 


disposing of a business 


a substantial surplus. TI] 


1ey should 
: 


also avoid any arrangement by which the 


selling price of the 1 


stock is to be paid out 


ot corporate assets. Oli course, a corporate 


would benefit 


Zen: 


tax rate on intercorporat 


shareholder 


from a decision 


similar to the case, because the effective 
dividends is sub 


stantially less than the rate on capital gains 


In summary, then, there are 
methods that can be 


effectuate the purchase and sale 


resorte d to 


rate business, as follows: 
(1) The 


the corporation; 


(2) The purchase of liquidated 
the shareholders (the Cumberland n 


= 
direct purchase of 
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(3) The outright purchase and continued 
ownership of the stock; 


(4) The indirect purchase of the assets 
by first acquiring the stock with the pur 
pose and intention of taking over the assets 
(the Kimbell-Diamond method); 

(5) Purchase of the 


one pt 


stock by more than 
corporate purchaser having 
as much as an 80 per cent interest, followed 


by liquidation of the 


rson, no 


corporation; and 
(6) Purchase of part of the 
redemption of the 


stock by he 


stock, fol- 
ot the 
Zen 


lowed by balance 


corporation itself (the 


method) 


This list, of course, may not be exhaustive. 
Certainly, any method selected will have 
to be changed and modified to fit particular 
situations. In other words, tax-planning 
such a transaction is necessarily a tailor- 
made operation. But, despite such planning, 
clients may, because of considerations other 


than taxes and related to 
urgency to buy, 
which do 
full approval of tax counsel. 
least a right to expect 
informed advice on the probable tax results 
which will flow from the 


pressures 
the 
consummate 


the 
necessity of selling or 

to and 
lave the 


If so, they at 


agre deals 


€ 
1 
not | 


have 


transaction 


[The End] 


Alternative Routes for Effectuating 


Tax-Free Transfers of Corporate Business 


1 
entire 
or ex- 


Re venue 


insaction 


stock of 


issuance 


as the technical requirements of 
112 (b) and 112 (g) of the Code 
are concerned, any means 


the 


sections 


one of these three 


may serve equally well to achieve de- 
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By ROBERT F. GRAHAM 


Gardner, Carton, Douglas, Roemer 
& Chilgren, Chicago 


sired results under 


the facts involved in a 
proposed reorganization If tl 


choice of one 


ey do, a 
means in preterence to an 


other must be based on other than 


With this 


nontax considerations will 


factors 
the requirements of the Code. 
point in mind, the 


be discussed first 


Nontax Considerations 


As its name indicates, a “statutory merger” 


is an amalgamation of 


two or more cor- 
porations in accordance with the 
provided the 
states in which the 


are incorporated. In a 


mechanics 
therefor under 
laws of the 


corporation 
corporations 
merger of two cor- 
into another; the 
the life of the 


former is sometimes 


porations, one 1s merge 1 
life of 
other 


called 


ong 


terminates and 


‘J he 


1 constituent or merged corporation 


continues, 


and the latter a surviving, 


emerging corporation. In 


merging, or 
a consolidation, 
two or more old corporations are consoli- 
dated into one new corporation. The lives 
of the old corporations terminate and the 
life of the new corporation continues. Apart 
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from this difference, mergers and consolida- 
tions are much alike and for simplification 
of this discussion reference usually will be 
made only to mergers.’ 


The corporation laws of most states con- 


tain provisions enabling corporations to 
merge; a few do not; some impose restric- 
tions on the 


foreign corporation; , 


merger of a domestic and a 
and the statutes of at 
permit the 


solidation of corporations only if 


least one state merger or con 


they are 


engaged in the same business 


In the 
carry out 


event that a corporation cannot 


a contemplated merger under the 


laws o7 the state in which it is incorporated, 


it, of course, can be moved to another state 


having more 


favorable corporation laws 


and the merger then can be 


consummated 


However, before terminating the 


existence 


of one corporation and starting another by 


so moving, the tax consequences thereot 
should be 


will be discussed later on 


studied carefully 


This problem 


Usually, the directors of each of the T 


COrl 


ations participating in a merger ente! 


agreement prescribing the terms and 
of merger, the mode of carrying 
and stating sucl other tacts 

ired o1 


permitted by the laws ot the 


espective states under which the corpora 
tions are incorporated. The 


is submitted to a vote of the 


agreement then 
stockholders 
orporations at meetings sepa 
called for that 
of stockholders 


senting the required proportion, 


ot each of the « 


rately votes 


purpose. If the 
corporation repre- 


usually 


two 
thirds and in some instances three fourths, 
of its outstanding sh: al the adop 
tion of the 


agreement, the becomes 


filed 


State 


merge! 
effective 
with the 


upon the agreement being 


secretary oT 


State tor eacl 


involved and being recorded.* In some cases, 


the applicable provisions of the irticles of 


association of a corporation may require 


that the merger agreement be approved by 


a vote of a specified proportion, usually two 


thirds, of its preterred 


proxies are 


oustanding shares, 


voting as class it 


solicited 
and the corporations are subject to the 
Act of 1934, an appro 
must be 


furnished to stockholders 


Securities Exchange 


priate proxy statement prepared 


and Chis pro 


‘For example, see 
poration Law, Sec. 25 


Delaware General Cor- 


*For example, see 
utes (1948), Ch. 271, Sec. 465 
*+For example, see General Corporation Law 


Kentucky Revised Stat- 


of New Jersey, Revised Statutes of New Jersey 

(1937), Title 14, Ch. 12, Sec. 1 
‘For example, see Delaware 

poration Law, Secs. 251 and 252 
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cedure often requires considerable expendi- 
ture of time and money. However, in a 
merger it will not be necessary to prepare 
and file a registration statement under the 
Securities Act of 1933,° and, in most cases, 
it will not be to qualify 
state securities or blue sky laws 


necessary under 


A stock acquisition differs from a merger 
in that voting by 
quired on the 


stockholders is not re 
part of a corporation to be 
acquired, and, in many cases, it will not-be 
necessary for stockholders of the acquiring 
corporation to 
Stockholder 


quired if the 


vote on the reorganization 


ction, of course, will be re¢ 


acquiring corporation is to 


increase or reclassify its authorized capital 


stock or if it is necessary for it to grant its 


directors authority to issue previously au 


Here, 


ment may be required 


thorized shares again, a proxy stat 


\ transaction of thi 


usually involves a 


sort 


public « 
securities and requires the prepar: 
filing of a registratio1 
Securities Act of 


also will constitut¢ 


Statement ut 

1933.7 In most cases, 

a sale of securities under 
of the st 


If the 


laws 


in which the stockholders reside 


the securities or blue sky 


poration’s shares are listed on a 
exchange, it will be 


shares to be 


necessary to 
additional issued. C 


with these requirements may tmp 


de ns or delay s that could be avoid d tl 


the adoption of mechanics 


In an acquisition of properties, 
stockholders o1 he corporation, 
erty ot which its to be acquire d, 1S 
and a proxy statement also may be 
Again, as in a stock acquisition, s 

part of the 


tion is not necessary unless it is t 


action on the acquiring 


or change its authorized capital 


grant its directors authority to tissue 
gusly authorized shares 


the Securities Act of 


Registration unde 
1933 and qualinca 

under state blue sky laws are not required 
but, if the shares ol 


are listed, it 


acquiring cory] 
will be necessary 


tional shares 


Consideration also must be 


lems involving rights of dissenters, minority 


interests, transfer of 


assets and assump 


tion of habilities. The 


laws of 


corporation 


* General Rules and Regulations 
Securities Exchange Act of 1934, 
and Schedule 14A, Item 14. 

®* General Rules and Regulations 
Securities Act of 1933, Article 4, 

*Securities Act of 1933, 
15 USC 77 (b) (3) and 77 (e) 

*For example, see 
poration Law, Sec. 271 


Under the 
tule X14A-2 


Under the 
Rule 133 
Secs. 2 (3) and 
Delaware 


General Cor- 
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The relative tax positions of the 
corporations joining 

in the reorganization may have 
considerable influence on the 
reorganization mechanics selected. 


many states provide that stockholders, who 
object to a merger, upon complying with 
the statutory requirement have the right to 
demand payment their Under 
the laws of stockholders who 
object substantially all of the 
corporation’s properties have similar rights.” 
In 
no right to demand payment, but they can 
refuse to exchange thet 


be 


for shares.” 


some states, 
to a sale ot 
an acquisition of stock, dissenters have 


shares and thereby 
what 
ity group. In order to avoid an unfavorable 
effect the ¢ position reorgan 
ized company or to eliminate the possibility 
of an unwieldy 


be come 


may a troublesome minor 


upon ash ota 


minority interest in a newly 
acquired subsidiary reorganization, plans to 
day frequently provide that the plan 
exchange offer may be abandoned or termi 
nated if stockholders failing 
to accept the exchange offer represent more 


ol 


dissenters or 


thana specinhe d percentage ol the outstand 
ing The percentage so specified is 
usually very low, sometimes as low as 1 per 


shares 
cent. In a number of recent plans, the right 
to terminate or abandon is unrestricted and 
may be exercised for any 
of 


reason by the dis 


cretions either 


company in their sole 


discretion 


In a merger, the properties of the merged 
corporation to the con 
tinuing corporation and the latter automati 


11 


ly be comes liable 


automatically 


pass 
ca for debts, both accrued 
"In a stock 
corporation 
property 

Ina 


and contingent, « the t 
the 
own 


rime. 
acquisition, 
to 
101 
the prop 
signed to the 
latter 
ft the 


acquired con 


tinues and continues 


hable property 


acquisi 
tion, y must be conveyed ot 
acquiring and the 
liable only those debts 
other corporation that it specifically 
assumes, P 


as 
corporation 


becomes lo! 


rotection against undisclosed and 


ontingent debts can be provided to some 


extent in a merger or stock acquisition by 
a covenant that, if the debts exceed a speci 
fed amount, shall be 
the ratio and 
retaining the 


would be issued in the 


an adjustment 
the 


escrow 


made 


o! 


TP basis exchange 


by 


in a portion of shares 


that otherwise reor 
see Delaware General Cor- 
262 
see 
Sec 


For example, 
poration Law, Sec 
"For example 
Corporation Act 


the 


73 


Illinois 3usiness 
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ganization. Another method is to have the 


stockholders of the merged or acquired com- 
pany assume its liabilities in excess of an 
agreed amount. 
somewhat 


Agreements of this sort are 
less satisfactory than the mere 
assumption of specified liabilities. This fac 
tor alone may make a property acquisition 
preferable to either a stock 
acquisition 


merger or a 

Various business reasons also may influ- 
ence the choice of methods to be adopted 
in effectuating a reorganization. A statutory 
merger may be inadvisable, if involving one 
large and one small corporation, in that it 
might detract the “dignity” of the 
larger enterprise. Or it might be preferable 
to continue the separate entities for carrying 


irom 


on different businesses and maintaining sep 
arate organizations for each one, especially 
if a merger would detract from the good will 
of one of the entities or in any way interfere 
with its customer relations, or if existing 
employment contracts, stock purchase plans, 
or pension plans complicate the merger of 
the several entities. Similarly, favorable 
leases, contracts, indentures, charters, etc. 
may make 


, 


it advantageous to continue the 
existence of an acquired corporation. 

The relative tax positions of the corpora 
tions joining in the reorganization also may 
have considerable influence on the reorgani- 
zation If one of the 
corporations has a large deficit, there may 
be an advantage in having it be the continu- 
ing corporation in a 


mechanics selected. 


merger or the parent 
in a stock or properties acquisition. It then 
may be in a position to distribute dividends 
to the stockholders out of capital instead 


of out of earnings or profits 


The status of carry-overs and carry-backs 
in reorganizations also gives rise to a num 
ber of important questions 
Ice Company v. Helvering,” the Supreme 
Court of the United States held that, in 
determining its taxable income for a taxable 


In New Colonial 


period following a reorganization, a surviv 


ing corporation could not carry over and 


deduct the net operating loss 


corp. rration 


ofr a con- 


stituent no longer in existence 
Subsequently, in Stanton Brewery, Inc.™ the 
Court of Appeals the Second Circuit, 
the ‘Tax Court, held that, follow 
merger, the unused profits 
the merged corporation could be 
and utilized by the 
More in 


1oOT 
reversing 


Ing a excess 


credit of 


carried 


Ove, 


surviving 


corporation California 


recently, 
For example, see Delaware General Cor- 
poration Law, Secs. 259, 260 and 261 
4 ustc § 1292, 292 U. S. 435 (1934) 
1349-2 ustc § 5941, 176 F. (2d) 573 (CA-2), 
rev'g CCH Dec. 16,587, 11 TC 310 (1948). 
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Casket Company thie 
fused to follow 
Circuit in the 
disallowed the 


fax Court has re 
the 
Stanton Brewery case and has 


ot 


the decision of Second 


carry-over an unused ex 


cess profits credit trom a merged corpora 


tion. It also has been held that a constituent 
corporation cannot utilize a carry-back from 


a continuing corporation 


In 
care should be 


developing a plan of reorganization 


exercised to avoid risking the 


loss of a carry-over or a potential carry 


| Oss ot =. ¢ avoided 


back over can be 


by 


arr 


making a ration the survivor 


loss corp 
Im a merger, or in an 


the 


acquisition of propet 
having 


] 


1OSss ¢ 


ties, of by profitable corporation 


acquire the 
ot Tot! 


orporation in an exchange 


stock 


stock and continue it in exist 


ence 


Similarly il rie l 


if has had 


company 


immediately 


pe riod 


substantial earnings for a] 


prio! to a eo 
had 
make 


ganization and another has 


little or none, care 
the 


should be taken te 


corporation with high 


orp 
particularly if 


earnings a 


Slirviving <¢ ration m a reorganizatio! 


there 1s any possibility that 


might be suffered, or an 


a loss 


unused 
cess profits credit developed during the 


I tax 
following 


ible year the 


reorganization 


also should be 
that a re 


Care 


certain rganization 


an adverse effect on the tax 


constituent company. For example, 


nualization of income in an excess 


prohts 


tax return for a short period, ending upon 


termination of a corporation’s existence, 
Simi 
the 


companies 


may produce undesirable tax results 


lar problems may arise in 
iffiliated 


which previously file 1 


simplifying 


structure ot an group ol 


lidated 


conse 


returns 


Up to this point, it | 


as been assumed that, 


case, the 


in a particular acquisition 
could be 

any one of the thre 
W hile 
correct let rat ) particular 
not apply ll C3 2 


quently, in every 


ot a 


corporate business accomplished 


by means under con 


1 
this generaliz 


sideration 


be 


case, it doc Ss 


ation may 


ons¢ 
h require 
112 (b) ; (gz) 


considerec In 


ments of Sections must 


be Car®r¢ fully 


gvanizatior 


Statutory Provisions 


Section 112 (b) (3) provides that “no ga 


or loss shall be recognize d if stoc k or sec uri 


ties in a corporation a party to a reorganization 
are, in pursuance of the plan of reorganiza 


tion, exchanged solely tor stock or securities 
*CCH 


Dec (Acq.) 


1042 December, 


in such another « 


corporation, or in 
tion a party to the reorganization.” 


112 (b) (4) provides that 


Section 


“no gain or loss 


shall be recognized if a corporation a party 
t reorganization exchanges 
the plan of reorganization, 
solely for stock or securities in another cor 


to the 


Oa property, u 


pursuance ot 


poration a party reorganization.’ 


According to 
12 (2) of the 


on’ means 


\) a 


the provisions Section 


Code, the 


o! 


term “reors 


Statutory merge 


“(B) the 
in exchange 


by 
all 


acquisition 
solely for or a 
least &8O pet 


one corporatiol 


its 


part of 
stock, Oo! at 


voting centum of 
the voting stock and 
total number of 


stock of 


at least 80 per centum 


t the shares of all other 


anothe I 


classes of 


corporation, 


“(C) 


in exchange 


the ac juisition by one corporatiol 


part oft 

voting stock, of substantially all the prope: 
ties of another corporation, but in determin 
ing whether 


the 


solely all or a 


for 


the exchange is solely for votir 


stock assumptior the 
poration of a 
fact that property 


liability, shall be 


‘’(D) a 


or a part of its assets to 


acquiring cor 
ability of 

acquired is 
disregarded, or 


transfer by a ion ot 


corporat 


another corporatior 
the tr 
both 


which the as 


if immediately after the transfer ans 


feror or shareholders or 


con ol 


are 


its 
the c 


are 


ot orporation to 


sets 


transferred, o1 
‘(E) a recapitalization, o1 


re change in identity, to 


place rganization, however effected.” 


As previously indicated, the 


; 


reorganization, 


stock opert 


acquisiti 


ire the alternative routes wit! 


acquisition, 


mecerned an acquisitio1 


business tax-tree, me 
XCNANL ny 
112 


Consequently, 


section 


tion within the meaning of Sectior 
each corporation involved must be 


ion,” the 


exchange 
| 


securities” for eit 


securities’ or the properties of an 


the ex re 
plan or re 


unwritten or 


corporation, and must he 


pursuance of th 
Moreover, the 


reanizatio 


nonstatutory 
Standard 


sioner, 51-2 ST 


(CA-10) 


1953 @ 


Paving Company Commis 


{ 9376 190 (2d) 330 
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quirements of a reorganization, that is, con 
tinuity of interest and business purpose, must 
be met. 


In exchanges in which 


“other property or 
is received in addition to stock or 
securities. gain is recognized under Section 


money 
112 (c) of the Code, but only to the extent 
of the other property and money so received 
his provision may apply in an (A) reor- 
ganization but not in (B) or (C) reorganiza- 
tions, since, in the latter, the 
only 


acquiring 


corporation may i1ssue¢ its voting stock 


To understand the present statutory pro- 
(A), (B) and (C) reor 
ganizations, those provisions must be compared 


Visions governing 


with corresponding provisions of prior law 
Before the enactment of the 
if 1934, the 
nue laws, 


Revenue Act 
provisions ol the internal reve 
with the 


corresponding present 


definition of a reorganization, read in part 


“The term ‘reorganization’ means (A) a 
merger or consolidation,” then a parenthet 
ical clause continued “(including the 


sition by one 


acqul 


corporation ot! at least a 


majority of the and at least 


number of 


stock 


voting 
: 1 
total 


if all other classes of stock, or substantially 


a majority of the shares 


ie properties of another 


corpora 


This definition did not require the merget 


o be a statutory and it did not 


require “the acquisition by one corporation” 


mereet 


f stock or properties of another corpora 
m to be “in exchange solely for all or a 


part of its voting stock.” 


courts interpreted the parenthetical 


as expanding the meaning of the 


words “merger or consolidation,” 


but as not 
being broad enough to cover a mere sale 
From this interpretation, the “continuity of 
intere st” theory has deve lope d, 


t is held that, tor 


under which 
a transaction to qualify 


a reorganization, the stockholders of the 


porations involved must acquire a pro 


ietary imterest in the reorganized entet 


Ise 


Continuity of Interest 
In Pinellas Ice & (¢ 


mmisstoner, the 


old § 


Supreme 


orage Company 7 
Court held that 
which the transferor re 


nd short-term 


transaction in 


notes of the 


“See Revenue Act of 
i7 Stat. 198 


1932, 112(i) (1) 
3 ustc § 1023, 287 U. S 162 

* 36-1 ustc { 9016, 296 U. S. 387 

’ 36-1 ustc § 9015, 296 U. S. 378 

® 36-1 ustc § 9019, 296 U. S. 374 
40-1 ustc § 9150, 308 U. S. 415 


(1933) 


(1940) 
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acquiring company did not qualify as a re- 
organization, since the transferor did not 
have a continuing interest in the enterprise. 
Later in Helvering v. Watts,” Helvering v 
Minnesota Tea Company,” and John A. Nelson 
Company v the Supreme Court 
held that the receipt of stock and eight-year 
bonds, the receipt of common stock and 
cash and the receipt of preferred stock alone 
were sufficient to bring each of the respec- 
tive transactions within the requirements of 
a reorganization. Then it held, in LeTulle 
v. Scofield," that the transfer of property for 
and maturing serially over a 
period of 12 years was a sale rather than 
a reorganization, 
not retain 


Helvering,” 


cash bonds 


since the transferor did 
a proprietary interest but became 
a creditor 


In (B) and (C) types of reorganizations, 
under the present statute, the continuity-of- 
interest theory has no application, since, in 
each of these cases, the statutory require- 
ment that the consideration be solely voting 
stock of the 
Stringent 


acquiring corporation is more 
than the test developed by the 
courts. The continuity-of-interest theory, how- 
ever, still applies in mergers and consolidations 


When the definition of a reorganization was 
revised by the Revenue Act of 1934, ques- 
tion was raised as to whether continuity of 
interest was required in an (A) reorganiza 
tion or whether the mere fact that that type 
of reorganization effectuated by a 


1942, 


was 
“statutory” merger was sufficient. In 


Mertens wrote 


“A statutory merger or consolidation may 
possibly be required to meet the three gen 
eral requirements [including continuity of 


interest] of all 


reorganizations, although 


the question has not been finally decided.” ” 


hereatter, in 1944, the Court of Appeals 
for the Third Circuit, in Roebling v 
held that a merger 
New Jersey, in which 
bonds of the continuing corporation were 
issued for 


Com 
missioner,” statutory 


under the laws of 


stock in the merged corporation, 


vas not a reorganization, since the share- 


holders of the merged corporation had not 
acquired a proprietary 


tinuing corporation 


interest in the con 


In Southwest 
C ommusstoner,* 


Natural Gas Company 7 


which was decided by the 


Tax Court 1950 and affirmed by the 
22 Mertens, Law of Federal Income 
(1942), Vol. 3, Sec. 20.74 
2344-2 ustc § 9388, 143 F 
cert. den. 323 U. S. 773 (1944) 
451-1 ustc § 9340, 189 F 
aff'g CCH Dex 


Taxation 
(2d) 810 (CCA-3), 


(2d) 332 
17,455, 14 TC 81 


(CA-5) 
(1950) 


1043 





Court ot 
1951, it 
was not a 
that 


Appeals for the 
held 
reorganization, on the 
stock in the 


Fifth Circuit in 


was that a Statutory merge! 
ground 
continuing corporation 
constituted less than 1 per cent of the con 
sideration received by the stockholders of 
the merged corporation and did not represent 
a substantial part of the value of the assets 
transterred. The case involved a statutory 
merger of Southwest Natural Gas Company 
and Peoples Gas and Fuel Company, Inc. 


At one both had 


subsidiaries of a Several 


time, companies been 


common parent 


years prior to the merger, the 


parent had 


distributed its holdings in its subsidiaries 
to its own stockholders in liquidation. At 
the time of the merger, persons owning &5 
per cent of the common stock of Southwest 
also owned 35 per cent 


The 


mon office 


ol Peopl s’ common 
stock two companies shared a com 


and their affairs were conducted 


as an integrated business by the same group 
The 


more 


of men as officers and key employees 
purpose of the merger was to achieve 


effective integration and greater efhciency 


Prior to the merger, Southwest’s capital 


structure consisted of first mortgage bonds, 
preferred stock and common stock. Peoples 
had only common stock outstanding. South 
west’s common had a market value of five 
cents per share or a total value of 
$30,000, while Peoples’ common had a market 
value of $30 per share or a total value of 
almost $600,000. 


in the capital structures and in the 


about 


Because of the variation 

market 
value of the common stock of the two cor 
porations, an exchange of common for com 


mon was not feasible 


Accordingly, a plan 
was devised, under which the stockholders 
of Peoples had an option to receive in ex 
Peoples’ stock 
Southwest’s com 


change for each share of 
either (a) ten 
mon and $33 principal amount of its bonds, 


or (b) $30 in cash 


shares ot 


Holders of 41 per cent 
ol People s’ shares exercised option (b) and 
received approximately $230,000 in 
Holders of the 
ceived Southwest's bonds having a market 
value of $315,000. a small 
amount of cash for fractional bond interests, 
and 100,000 shares ot 
common stock The total consideration, 
including liabilities assumed, exceeded $600,000, 
but of this amount, only $5,000, or less than 
1 per cent, stock in the 


cash 


remaining 59 per cent re 
approximately 


ver Southwest's 


represented con- 


tinuing corporation. 


The taxpayer pointed to the fact that 
persons, who had owned 59 per cent of the 





14 TC 81, at pp. 88-89 
* 189 F. (2d) 332, at p. 335 
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merged corporation’s common, acquired 16 
per cent of the common stock of the con 
tinuing corporation and argued that the 
interest so acquired was substantial enoug! 
to meet the continuity-of-interest test. The 
court rejected this argument on the ground 
that the ratio in question gave no indication 
of the interest retained in the assets trans 
ferred, ignored the value of the 
outstanding preferred stock of the contin 
uing corporation 
did not 
of persons, who owned a substantial part of 
the outstanding common stocks of each of 


since it 


The opinion of the court 


discuss the fact that a grou 


the corporations prior to the merger, owned 
SS per cent ot the stock of the 
continuing after the 


common 
corporation merge! 
that the 
reorganization within the meaning of Sec 
tion 112 (g) (1) (A), the Tax 
cluded that: 


In holding merger was not a 


Court con 


“The basic test is whether, under all the 
facts and circumstances involved in a par 
ticular merger or 
that the 
stockholders 
in the 
and 


consolidation, it can be 
said transteror corporation or its 


retained a proprietary stake 


enterprise represented by a definite 
material interest in the affairs of the 
transferee company and, as was said in the 
Minnesota Tea case that such retained 
interest substantial 


value of the thing transferred,’ 


represents ‘a part of the 
so that the 
transaction genuinely 


nature ota 


partakes of the true 
merger or 
further, that, other 
there 1s no 


1 


and, 
‘substantial,’ 


consolidation 
than being 
precise measure of the extent 
of such proprietary stake requisite to satisfy 


+} 


the ‘continuity of interest’ test laid dow1 


by court decisions. Each case 


must rest upo! 
its own facts in the light of prior decisions.” 


The decision of the Tax Court was affirmed 
by the court of appeals, but a strong dissent 
was written by Judge Hutcheson in which 
he emphasized the importance of control and 


the future interest,” 


Trust.” decided by 
aiter its decision in the 
Natural Gas case, 


of the equity 


H. Grady Manning 
‘Tax Court 
Southwest 
utory 


shortly 
involved a stat 
merger of a parent corporation into 
Holders o! 


parent 


its operating subsidiary 
mon 


com 


stock of the merged received, 


in exchange, common in the continuing op 
erating 


corporation. Holders of preferred 
stock of the merged company were entitled, 
in involuntary liquidation, to $100 per shar« 


plus. unpaid cumulative dividends. At the 


time of the merger, dividends were in arrears 
$94 per share. Each share of the preferred 
*7CCH Dec. 18,004, 15 TC 930 
acq. 1951-2 CB 5). 
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was exchanged for 


securities of the con 
corporation having a book value 
ot $195, of which $100 was in 20-year deben- 
tures and $95, or a little under 
The book value ot 
approximated the amount ot 
the dividends in arrears on the preferred 
brief, the government 
conceded that the continuity-of-interest test 


tinuing 


one half, 


was in common stock. 


the common 
surrendered. In its 
had been met but contended that the merge 


lacked a Nook ee 


stated government's 


“business 
that it 


concession as 


purpose. court 
regarded the 


entirely correct. 


Other 


which the 


illustrations of transactions, in 


transferors sufficient 
interest in the continuing co1 
poration, may be found in the Mumnesota Tea 
Company™ and Nelson Company™ cases. In 


the former, approximately 55 pet 


retained 
proprietary 


cent of! 
the consideration was in common 


that 


Was in preferred 


received 
in the latter 
10) pel 


both cases, the 


and, 


Stoc k, 


, It appears 
approximately 


cent 


stock In balance of the 


consideration was in cash. 


From these decisions, and from the fact 


hat m statutory mergers the continuing 


rporation is not lmuted to the 


issuance 
voting stock as it is in (B) and (C) 
reorganizations, it Seems 


(A) 


tion 


clear that in an 


reorganization the continuing corpora 


may issue securities, other. than com 


STO k, in exchange for common stock 
of the orporation, 


continuity-ot-interest test 1s 


mon 

; , 
merged ¢ provided the 
met It 


proprietary 


also 
seems clear that the interest in 
a corporation is represented by its preferred 
as well as its stock 


common Support ror 


these conclusions can be found in decisions 
pertaining to recapitalizations and transfers 
to controlled corporations 
112 (b) (5). 


; ; 
It also is clear tl 


ot Section 112 (c), property or money, 


usually referred to as “boot,” 


under Section 


under the provisions 


can be received 


in addition to stoclh urities in 


Business Purpose 


No attempt will be to discuss the 


detail, 
acquisition of a 


made 
“ey 
DUSINESS 


purpose” test in 
the ordinary 


since in 


corporat 


business by one corporation 


trom another 


‘ Cited at footnote 19 
* Cited at footnote 20 
35-1 ustc { 9043, 2923 U.S. 465 
{17-1 ustc { 9288, 331 U. S. 737 
Case cited at preceding footnote 
*>CCH Dec. 18,935, 18 TC 164 (1952) 
* Case cited at preceding footnote, at p 
Case cited at footnote 33, at p. 179 
*See Tarleau, ‘Corporate Recapitalizations 
as Affected by the Adams and Bazley Cases,’’ 
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unrelated corporation, the 
is sufficient purpose. 
transactions or im tax 


acquisition itself 
It is only in sham 
avoidance schemes 
that the question, which was first considered 
in Gregory v. Brief ref 
made to the «e 
Commusstoner," Adams v 
and C. P. Chamberlin® In 
the Bazsley case, the taxpayer and his wife 
owned practically all of the stock of a cor- 
poration which 


Helvering,” arises. 
will be 
cisions in Bazley v 


erence, however, 


Commissioner,” 


was recapitalized, In_ the 
stock and debentures 
were issued in exchange for the old stock. 
The Tax Ceurt, distinguishing between 
“corporate purpose” and “stockholders’ put 
pose,” held that the 
quality as a 


recapitalization, new 


transaction did not 
reorganization because it had 
and that 
dividends 


Supreme 


no “corporate business purpose” 


the debenture taxable as 


were 
In affirming 


Court 


decision, the 
rejected the 
test” and based its de 
eround that the 
the debentures alone would have been tax 
able as a divtdlend and could be made ex 
empt by an “unrelated modification of the 
capital account.” The same 


reached in the Adams case 


tus 
appar eiitly 
“business pvurycse 
cision on the 


corporate 


issuance of 


result 
This theory has 
“net effect test.” 


Was 


come to be regarded as a 


In the Chamberlin case, the Tax Court held 
that a stock dividend in preferred or com 
mon, which ordinarily have been 


nontaxable, was taxable because, immediately 


would 


after its distribution, it was sold in accord 


ance with a prearranged plan. Again the 
seems to have based its decision on 


underlying the 


court 


ideas so-called “corporate 


business purpose” test and the “net 


effect” 
states that “. . . the 
were not for any 
bona fide corporate business purpose” ™ and, 
at another point, that the dividend 
was “equivalent of a cash dividend distribu 


tion out of available earnings thus con 
stituting : 


test. At one point it 
stock dividends 


stock 


ordinary taxable income. 


Some whether the 


Chamberlin and sim 


doubted 
decisions in the Bazley, 


writers have 


ilar cases are applicable to statutory mergers.” 
[his view probably is correct in the ordinary 


merger. It seems to me, however, that the 


courts would have little difficulty in follow 
ing the j 


reasoning in those cases in mergers 


Proceedings of New 
Annual Institute on 
p. 275; Pollock, 
organization Alternatives a 
When it Joins With 


York University 
Federal Taxation 
“An QOutline of 


Fifth 

(1947), 
Possible Re- 
Corporation Has 
Other Corporations, Ac 
quires Subsidiaries, Splits Up or Revamps Its 
Capital Structure,’’ Proceedings of New York 
University Seventh Annual Institute on Federai 
Taxation (1949), pp. 152-153. 
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smacking equally of tax avoidance. How 
would the courts regard a merger of a 
large corporation into a relatively insignifi- 
cant corporation both controlled by the 
same group, if the continuing corporation 
issued bonds and stock in equal amounts 
in exchange for stock of the merged corpo 
ration? Again, how would the courts look 
upon a merger, if the continuing corporation 
issued common and preterred in exchange 
for the common stock of the merged corpo- 
ration and if, immediately 
small group, previously in 


thereafter, a 
control of the 
latter, sold the preferred so received to an 
insurance company or in a public offering 
in accordance with a plan? 
held that a taxable 


received in either of 


prearranged 
It, conceivably, could be 


dividend was these 


assumed cases 


\ similar was raised, though 


question 
not in such extreme form, in the previously 
mentioned Manning Trust case.” As previously 


explained, that case involved a 


merger ol! 


a parent into a subsidiary in which stock 


received in 
de ben 
continuing 


holders of the merged parent 


exchange for their preferred stock, 
tures and common stock .of the 
corporation. A family group were 
trolling stockholders lhe 
principally on the 
and Bazley 


the con 
government, 


relying Adams 


Gregory, 
that there was 
no legitimate business purpose for the merger 
and that it 


reorganizatior 


cases, contended 
should not be recognized as a 
Finding that the 
holding corporation and 
made the principal operating company the 
top corporation in the group, (2) eliminated 


the dividends in merged 


merge! 
(1) eliminated a 


arrears on the 
corporation’s preferred, (3) led to a merged 
corporation with an improved working capi 
tal position, and (4) resulted in the partial 
elimination of intercompany debts, the court 
held that the merger had a business purpos¢ 
and was a reorganization within the mean 
ing of Section 112 (g) (1) (A). This deci 
treated with caution since the 
Commissioner has 


sion must be 
announced his nonac 


quiescence in it 


Solely for Voting Stock 


According to the definition in 


sectiol 
112 (g), acquisitions of stock or properties 
in (B) and (C) 
tinguished from mergers, are required to be 
i all or part ot the 
acquiring corporation’s voting stock 


reorganizations, as dis 


in exchange solely for 


‘ Cited at footnote 27 

*53-1 usrc { 9398, 112 F 
Miss.) 

"I. T. 3896 
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Supp 
1948-1 CB 72 


December, 


1953 @ 


The meaning of the word “voting” 
clear. Preferred stock as well as common 
In Forrest Hote 
recently | 


seems 


may have voting rights 
Corporation v. Fly,™ it 
that stock 
when at the time it 


was held 


“voting” 
was issued it had sole 
voting rights by reason of a default in div- 
idend payments. Preferred stock, also, has 
been held stock where it had the 
right to elect one director and the common 
had the right to elect six.” Under Illinois 
law, nonvoting stock is not permitted and 
preferred as well as common votes for the 


preferred was stock 


voting 


election of directors." 


1 


word “solely” pre 
difficulties. The definition 

acquisitions of property pr: 

vides, in part, that 


Che meaning of the 
sents greater 
relating to 
“in determining whether 
the exchange is solely for voting stock the 
assumption by the acquiring corporation 
of a liability of the other, or the fact that a 
property 


shall be 


hav e 


subject to a liability 


9 41 


acquired is 
disregarded Several cases 


considered the question whethe 


acquiring 
of the 


change something in addition to 


stock 


mg Vv 


corporation assumed 


other company or gave in the ex 
its common 
The most important of these is Helver 


Southwest poration 


42 


Consolidated ( 


Chat 


creditors of a 


case involved a reorganization by 


corporation in receivership. 
Lhe properties of the old corporation were 
bid in at a foreclosure sale by a bondholder's 


cent 


} 


committee represeiuting 
ot the 


oa 


about 85 per 


bonds outstanding, and transferr¢ 


new corporation in exchange 
stock 


which were 


ror its 


voting and certain stock warrants 
distributed to secured and w 
Under the plan, nonpa: 
ticipating bondholders received cash, obtained 


bank 


later paid by the acquiring corporation. The 


secured creditors 


by a loan, which assumed and 


Was 


Supreme Court held that the acquisition 


did not qualify as a reorganization on the 
that 
tor the properties was cash. The 
“The 


rt the 


ground part of the consideration paid 
Court said 
requirement to pay cash ar: ( 
reorganization itself It 
incident of the 


wiped out the 


a necessary court decrs 
liability of the 
Though the 


origin 


which 
corporation liabilit 


assumed had its in the obligations 


of the 


vere 


and 
determined and fixed in the 
zation. It 


transferor, its nature amount 


reorgan 
labelled 


pre de cess 


cannot be 
an obligation of the ‘other’ o1 


theretore 


” See the Corporation Act 
Sec. 28 
*! Code Sec. 112(g)(1)(C) 


#2 42-1 ustc § 9248, 315 U.S 
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corporation.” The Court also 


held that 
warrants for voting stock are not voting stock. 


decision in the Southwest Consolidated 
distinguished on two scores. 
muthland Ice ¢ 


vhat similar facts, the 


has been 
mpany,” which involved 
acquisition was 
be solely for voting stock since pay 
nonparticipating bondholders 


4 funds of the old corporation 


Was 


Taylor,“ Stoddard v. Com 
and New Jersey Mortgage & Title 
Company,” it has been held that acquisitions 


l 
} 
] 


lelvering 7 


misstoner,” 


properties were sole tor voting 


+ 
SLOCK 


ere, in addition to issuing stock in the 


exchange, the 


acquiring corporatio! has 


ibstituted its bonds for the bonds of the 


predecessor corporation. In this 


taken the posi 
substitution of 


reaching 
ynclusion, the courts have 
bonds of the 
orporation for bonds of the old merely 


stituted an assumption of indebtedness 


he Tax Court’s opinion in the Tayler 
promulgated ten 


>upreme Court decided the 


case was days after the 
Southwest 


yidated case and it made no mention 
"s opinion The Court ot 


| the Second ( 


ircuit, in affirm 


’ ] } 
Tax Court’s decision, likewise, made 
lention of the 


decision t the 


Six months 


Supreme 
Stoddard 


followed its earlier deci 


later in the 
Court 


sion i 1€ vlor case and, at the same time, 


distinguished the Southwest Consolidated case 


on the ground that, in the case then before it, 


[The indebtedness antedated the reorganization 


and did not 


arise out of it.”“ The Court ot 


Appeals for the Second Circuit reversed the 
ix Court It based its reversal on the tact 


that the ation als 


$5,000 


acquiring corpo gave 
tor a $19,000 
corporation to a 


urt, in relying « the Southwest 


of its bonds in exchange 


predecessor 


decis on, 


771, 5 TC 842 (1945) 
Lumber 
pany H Dec. 15,427, 7 TC 1014 (1946) (Acq 
1947-1 CB 4): Roosevelt Hotel Company, CCH 
13 TC 399 (1949) (Aeq. 1950-1 CB 4) 
{ 9547 128 F (2d) 885 (CCA-2) 

11,646, 43 BTA 563 (1941) 
l ¢ 9223, 141 F. (2d) 76 (CCA-2) 
CCH Dec. 12,817, 47 BTA 584 (1942) 
CCH Dec. 14,109, 3 TC 1277 (1944) 


1945-1 CB 5) 


(Acq 


also, see Westfir Com 


(Acq 
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the acquiring corporation became lhabl 
on bonds secured by a second mortgage on 
its property. The merely 
an assumption ‘by the acquiring corporation 
of a liability of the other’ but the giving 


of security for the 


result was not 


payment of a 
what previously only an 
debt. Consequently, the 
be treated 


part ol 
was unsecured 
exchange cannot 


voting 


+ 48 


as one ‘solely’ for the 


stock of the acquiring corporation.’ 


[The court did not 
proposition that the 
of the 


2c1ie ral 
bonds 
bonds of 


criticize the 
substitution of 
acquiring corporation lot! 
the predecessor! merely con 


an assumption of indebtedness. 


corpo! ation 
stitutes 


Subsequently, in the New Jersey Mortgag 
and Title Company case, the Tax Court re 
affirmed this general proposition and agait 
distinguished the Southwest Consolidated case. 
In so doing, it said that the 
ot the terms of the 


“modification 
bonded indebtedness 
as to interest rate ar 
and that the 


bonds of the 


maturity is immaterial, 
controlling fact is that the 
were sub 
stituted tor the old corporation in the exact 
amount ot the 


new corpor ation 


principal of the 
(Italics supplied. ) 


indebted 


ness.” 
In a number of cases involving creditors’ 
have held 
solely for voting 
payment by the ac 
quiring corporation of delinquent property 


reorganizations, the 
that 


stock 


courts also 
acquisitions were 


notwithstanding 


taxes, interest and expenses incident to the 
reorganization itself. 


sult might be 


Conceivably, the r« 
otherwise in an acquisition 


not associated with a creditor's reorganizaliol 


(B) Reorganization—Acquisition of Stock 


In a (B) reorganization, the 


must 


acquiring 
least 80 per 
and at least 8&0 
number of 


corporation acquire “at 
voting stock 
per centum of the total 
of all classes of 
corporation.” ” The 


the stock in the 


centum of the 


shares 


othe 


stock of anothet 


entire 8O per cent o! 


other company need not 


be acquired under a single 


plan. It is suffi 


cient if stock, acquired under a plan coupled 


vith stock previously 


acauired, meets the 
provided 


voting 


SU pel it 


| requirement,” 


acquisition Vas 


Cat h 


solely t< stock 


4 


i7 BTA 584, at p. 589 
11 F. (2d) 76, at p. 79 
” 3 TC 1277, at p. 1288 
Code Sec. 112(g)(1)(B) 
Commissioner v, Dana, 39-1 ust« 
F’. (2d) 359 (CCA-3) 
* Robert A, Pulfer, CCH Dec. 11,672, 
677 (1941), aff'd, per curiam, 42-2 « 
128 F. (2d) 742 (CCA-6) 
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ryta oo) 
This type of feorganization is quite flexible 


Not only can the 80 per cent be acquired 
piecemeal but the remaining 20 per 
of the stock can be 
voting stock, or 
standing us a 


cent 
acquired solely for 
permitted to remain out- 
minority interest. But, as 
previously explained, the latter course may 
prove troublesome. From the statute itself 
a third alternative appears feasible, that is, 
the purchase of the remaining 20 per cent, 
or less, for cash 

In a stock acquisition, the possibility of 
bringing the transaction within Section 112 
(b) (5) should not be disregarded. That 
section provides, in part, that 


“No gain or 
property is 


shall be recognized it 


loss 
transferred to a corporation 
by one or more persons solely in exchange 
for stock or securities in such corporation, 
and immediately after the 


persons are in 


such 
control of the 
corporation; but in the case of an exchange 
by two or 


exchange 


person or 


more persons this paragraph 
shall apply only if the amount of the stock 
and securities received by each is substan- 
tially in proportion to his 


property 


interest in the 


prior to the exchange 


Section 112 (g) (1) (B) 
corporation acquiring stock in another cor 
poration. Section 112 (b) (5) speaks of one 
or more persons transterring property to a 


speaks of one 


controlled corporation. Putting a transac- 


tion in the terms of an acquisition, it is 
property, 


corporation in 


clear, since stock is that an ac 


quisition by one exchange 


for its stock or securities of any portion 
of the stock in another corporation from one 
or more of the latter’s stockholders 


Section 112 (b) (5) 


“proportionate 
that 


will 
provided 
interest” 
met 


within 
the “control” 


come 
and 


requirements ol Section are 


“run of the mine” 
large, previously 
stock in unrelated corporation, it 
probably impossible to aneet the 
control requirement of Section 112 (b) (5). 
But there should be no difficulty on that 
score when a new corporation 1S organized 
for the 


In a acquisition by a 


existing corporation ot 
another 


will be 


specific purpose of and 


And 


it may be possible to meet the requirement 


acquiring 
holding stock in another corporation 


in transactions involving related companies 
If an acquisition can be brought 
Section 112 (b) (5), it will not be necessary 


within 


® Code Sec. 112(g)(1)(C) 

% American Foundation 
41-2 wstc { 9613, 120 F. (2d) 807 (CCA-9) 

% Milton Smith, CCH Dec. 9434, 34 BTA 702 
(1936); Nelson v. U. 8., 47-1 ustc § 9121, 69 F 
Supp. 336 (Ct. Cls.), cert. den. 331 U. S. 846 
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to acquire 80 per stock in the 
other corporation and the acquiring corpo- 
ration will not be limited to issuing solely 


voting stock in the exchange. 


cent of the 


In transactions 
of this type, as well as in reorganizations, there 
should be a business purpose and the reality of 
the transaction should be 


closely scrutinized 


(C) Reorganization— 
Acquisition of Properties 


In. a (C) 
corporation 


reorganization, the 
must 


acquiring 
“substantially all 
the properties of another corporation.”™ In 
interpreting the meaning of the words “sub 
stantially all,” the have held that 
measurement of the proportion of the assets 
acquired is to be based upon the value rather 
than the cost of the 
properties;™ that 


acquire 
courts 


other corporation’s 


assets retained to pay 
debts are not to be taken into account;” 
and, in one case, that an acquisition of 86 
per cent of the 
was sufficient.” 


other corporation’s assets 
In the latter case, the court 
emphasized that all of the assets required 
to carry on the business were acquired and 
only unrelated retained 
Many of the cases considered by the courts 
have involved attempts to dispose of un 


wanted 


investments were 


assets.” 


We are with the usual 
situation in which one corporation proposes 


more concerned 
to acquire all of the assets and assume all of 
Even 
in such cases, it may be necessary for the 
other corporation to 


the liabilities of another corporation. 


retain assets to pay 
stockholders. It is my under 
standing that it is the policy of the Bureau 
to issue favorable ruling letters as to pro 
posed acquisitions of properties, subject to 
the condition that no more than 10 per cent 
of the fair market value of the net 
of the other corporation on the closing date 
will be required to pay dissenting stockholders 


dissenting 


assets 


In view of its policy on 
stockholders, it 


Bureau would not 


payments to 
dissenting seems obvious 
that the look with favor 
upon the redemption of preferred stock by 
the other corporation as part of a (C) reor 
ganization, unless the amount of stock was 
small in 


relation to the value of all its 


properties. A similar question might arise 


in a (B) reorganization. If the other corpo 


ration redeemed its stock in connection 


with a reorganization of that type, the 


56 Commissioner v. 
Altoona, 39-2 usr 
(CCA-3). 

* Mertens, Law of Federal Income 
(1942), Vol. 4, Sec. 20.51 


First National 
— 9568, 1044 F. 


Bank of 
(2d) 865 


Taxation 
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acquiring corporation might not acquire the 
required proportion of either the voting 
stock or the total number of shares of all 
other classes of stock, and, as a consequence, 
the transaction might fail to qualify as a 
tax-free exchange. 


The court decisions, previously considered 
in discussing the voting stock requirement, 
may have some bearing on the requirement 
that substantially all properties be acquired 
It seems clear from those decisions that the 
voting stock requirement is met even though 
the other funds 


corporation using its own 


satisfies a debt of a material amount such 
as a bond issue or a bank loan or an insurance 
company term loan. But in the Southland Ice 
Company case,” the Tax Court based its 
finding that payment of the small debt there 


involved did not 


violate the stock 


requirement on the 


voting 
that its 
reorganization 
payment of a debt 


grounds deci 


sion did not endanger the 


philosophy, since large 


would be prohibited by the requirement 


all” of the 


acquired in a (C) 


that “substantially transferor’s 


operty be reorganiza 
tion. Its opinion states that “the preliminary 


withdrawal of a portion of the 


transferor 
total to be 


cash, and 


from the 


corporation’s property 
transterred, even in the form of 
even with the purpose of paying nonassenters, 
necessarily limited by the 
that 


include 


express require 


ment what remains to be transferred 


transferor’s 
Until this statement 
fied, payment of debts in a 


substantially all the 
prope rties.” IS clari 
material amount 
by a transferor in a 


should be approached 


reorganization 


caution 


Creation of New Subsidiary 


Section 112 (b) (3) and (4) requires that 
the exchanges to which they refer must be 


by parties to the reorganization. The trans 


terors otf stoc k, or securities or of property, 
stock or se 


acquiring company and may 


must receive in exchange the 


curities of the 
not receive all or part of the consideration 
in stock of the acquiring corporation’s parent 
othet 


or of any related company 


There have been numerous cases on this 
point,” but it is believed that the decisions 
in Anheuser-Busch, Inc. v and in 
Edith G illustrate the 


danger involved in the intervention of sub- 


Heivering ™ 


Goldwasser™ will 


sidiaries in either a (B) or (C) reorganization 

* Cited at fcotnote 43 

'5 TC 842, at p. 850. 

*® See Paul, Studies in 
Third Series, p. 104 and 
cases cited there 


Federal Tazation, 
following, and the 
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In the Anheuser-Busch case, corporation 
A acquired the properties of corporation B 
in exchange for its own voting stock. But 
A immediately transferred the properties 
so acquired to Al, a newly organized sub- 
sidiary of A. It held that Al rather 
than A was the acquiring corporation and 
that B did not stock or securities 
of a party to the reorganization, and that 
the transaction, therefore, was not a tax- 
exempt exchange under the statutory pro 
vision now contained in Section 112 (b) (4) 
In the Goldwasser case, corporation A ac 


was 


receive 


quired all of the stock of corporation B in 
exchange for its own voting stock. All of 
the properties of B then were transferred 
by it to Bl in exchange for the stock of 
that company. At this point, A was a hold 
ing company, B a subholding company and 
Bl an operating company which owned the 
properties formerly owned by B. B then 
liquidated and A became the direct 
parent of Bl. The court regarded the trans- 
action as the acquisition of B’s properties 
by Bl. It, accordingly, held that B’s stock- 
holders did not 


Was 


receive stock in a party to 
a reorganization and that the exchange was 
not tax exempt under the provisions of the 


statute now in Section 112 (b) (3). 


In order to avoid this trap, a 
included in an 
that the acquiring company has 


no present intention of transferring and will not 


provision 
sometimes is acquisition 


agreement 


transfer the properties or stock acquired in the 
exchange to a subsidiary within a fixed period. 


Conclusion 


Obviously the selection of a route for 


acquiring a corporate business in a particular 
case turn on the 


must involved. In 


every case, the advantages and disadvantages 


tacts 


of each route must be carefully considered 
[It seems to me, however, that, in most cases, 
a merger is to be preferred. This conclusion 
appears to be supported by current corpo- 


rate practice. 


Before preparing this article, I reviewed 


proxy statements or othe selected 


papers 


relating to a number of 


While this 


extensive enough to have statistical signifi- 


at random recent 


acquisitions study was not 


cance, it does permit a number of interesting 


observations. Of 16 transactions one was a 


consolidation, 11 were mergers, three were 
*1 40-2 ustc § 9802, 115 F 
cert. den. 312 U. S. 699 (1941) 
® CCH Dec. 12,801, 47 BTA 445 
44-1 wstc { 9331, 142 F 
den. 323 U. S. 765 (1944) 


(2d) 662 (CCA-8), 


(1942), aff'd 
(2d) 556 (CCA-2), cert. 
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property and one 


acquisitions 
with alternative 
acquisition ot 


involved 


stock 


arrangements 


Was a 
acquisition 


for the property. Three of 


the mergers parents and subsid 
iaries and, of these, one was a merger of a 


parent into a subsidiary 


In one property acquisition, the transferor 
retained assets for payment of reorganization 
expenses; in another, the acquiring company 
assumed the expenses In two instances, 
the continuing corporations had purchased 
stock in the merged 


before 


corporations shortly 


the mergers.” In most of the trans 
holders of the 
corporations received securities of the con 


tinuing 


actions, the security merged 


character to 
But, 


stockholders received 


corporation similar in 
they had 
in one case, COMmmon 


the securities surrendered 
common and preferred in the exchange. In 
another, common stockholders received con 
‘The latter 


volved an underwriting and sale of securities 


vertible preferred. 


case also in- 


and an invitation by the continuing corpora 
tion for tenders of up to 20 per cent of the 
stock 


corporation. One of the proxy Statements coy 


issued to stockholders of the merged 
ered a very fancy deal, which I am sure will run 
into difficulties under Section 129 of the Code 


In two 
indicated 


received 


instances, the 
that tavorable 
from the 
The consummation 
ditioned 


proxy 
rulings 


statements 
had been 
Treasury Department. 
of four deals 


receipt of 


Was Co! 


upon rulings 


favorable 
In nine cases, reference was made 
Only 


an acquisition o! 


to opinions 


of counsel. 


dealing with 


properties) was 


one Cas¢ 
condi 
tioned on the execution of a closing agree 
ment. The mechanics followed in obtaining 
the closing agreement are rather interest- 
An application for a ruling and closing 
agreement was filed on behalf of both cor- 
porations and on behalf of one stockholde: 
of the transferor and all other stockholders 
who might join with him. Powers of at 
torney authorizing the one stockholder to 


Ing. 


represent the others were transmitted to all 


stockholders with the proxy material. The 


was eventually executed 


on behalf of over 250 persons 


closing agreement 
Unfortunatel 
there was a lapse of three months from the 
time the ruling was requested and the agree 
ment executed. Because of this time fact 
to be contented in most cases 
ruling for the 


ance “ it may 


we will have 
with a psychological assu: 
that we have avoided the 
pitfalls inherent in the available 


zation 


Live 
reorgal! 


[The End] 


routes 


Acquisition of Loss Companies 


RRENT INTEREST in 


centers about 


section 129 


C 


tion: the acquisition of 


one chief type of transac 

the stock of a cor 

poration with net operating loss carry-overs 
or unused for the 
corpo 
a business expected to produce profits 
intended to be offset by the 


acquired 


credit 
purpose of carrying on, through the 
ration, 


excess prohts tax 


allowanc es 


available to the company 


Readers of the financial pages are fa 


l 
miliar with advertisements like the following 


Wanted to Buy 


Stock of a Company Having 
Substantial Tax Losses in 


the Metal 


Fabricating Trade 
Box __ 

For a discussion of this problem, see Kess- 
ler, “Combining and Dividing Existing Corpo- 
rate Business.’ TAXES—The Tax Magazine, 
December, 1949, p. 1071, at pp. 1074, 1078 
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By THOMAS N. TARLEAU 
Willkie, Owen, Farr, Gallagher 
and Walton, New York City 


Notwithstanding the fairly clear prov 
sions of Section 129, there appar: ntly exists 
enough optimism about a taxpayer’s chances 
market for “loss con 
tax practitioners are, more 
that 
community an 
the kind 
“all right.” 
We shall discuss the present status of Sec 
tion 129. with 


to create a 
panies.” 
over, 


sort ol! 
Many 
made aware 
there exists in the 
that 
covered by Section 129 are now 


trom time to time 


business 


understanding acquisitions of 


particular reference to the 


“In Knapp-Monarch Company, 
12,881, 1 TC 59 (1942), the 
the Commissioner was not 


CCH Dec 
Tax Court held that 
bound by a ruling. 
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source Ol the 


validity. 


optimism noted and to its 

Another problem of current interest is the 
application of Section 129 and its sister sec- 
tion, 15(c), to corporate split-ups undertaken 
in order to get the benefit of the $25,000 
minimum excess profits tax credit provided 
by Section 431 
inder Section 


and the 
15¢ hb) 


surtax exemption 


Introduction 


Che impetus for the enactment of Section 


129 was the combination of the 
the World War II 


wit its very 


passage ot 
law 
impact, especially on 


excess prohts tax 
severe 
w businesses, and the acceleration of pro 


Arma 


thousands of 


tion activity to meet war needs 
brought 


enterprises into being 


nt requirements 
The country had 

emerged trom 
yught 


a prolonged commercial 
Chere was an obvious temptation 


Carry on nev usinesses in existing cor 
either 


inte rruption ol 


gone dow because 


t wartime 


In either ‘ase, the carry 


unused 
Loall 
| 


ell corporations must have seemed 


ess pronts experience otf 


businessmen 


starting up new 


vas primarily to pre 


that Section 


he broadest 
acquisition of control 


person, including 


any 
corporations It also 
transters of prop 


the property m the 


SEC. 12 ACQI 
IVADE OR AVOID 
PROFITS TAX 

(a) Disallowance of De duction, Cre dit or A 
/WAnce If (1) any person or persons acquire 
after October 8, 1940, directly or in- 

rectly, control of a corporation, or (2) any 
rporation acquires on or after 
1940, directly or indirectly, property of another 
corporation, not controlled, directly or indi 
rectly, immediately prior to such acquisition 
by such acquiring corporation or its stock- 
holders, the which property, in the 
hands of the acquiring corporation, is deter- 
mined by reference to the basis in the hands 
of the transferor corporation, and the principal 
purpose for which acquisition was made 
is evasion or avoidance of Federal income or 
profits tax by securing the benefit of a 
deduction, credit, or other allowance which such 
person or corporation would not otherwise en- 
joy, then such deduction, credit, or other allow- 
ance shall not be allowed. For the purposes of 
ause (1) and (2), control means the ownership 
f stock possessing at least 50 per centum of 
the total combined voting power of all 
of stock entitled to vote or at least 50 per 
centum of the total value of shares of all 
isses of stock of the corporation 


ISITIONS 
INCOME OR 


MADE TO 
EXCESS 


mn or 


October 8&8 


basis of 


such 


excess 


classes 
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Section 129 and the 
regulations under it concentrate 
upon intention. 


determined by 
basis in the 
the merger ot 
reorganizations. Its effect is 
other al- 


the transferee is 


reference to the 


hands of 
the hands of 
transferor, as in case of a 
certain other 
a deduction, credit or 
where the principal 
acquisition 

federal income taxes 


curing the benefit of such deduction, credit 


to disallow 
lowance 


purpe se fc yr 


a described was the evasion 01 


avoidance of by se- 
or other allowance which the acquiror would 
not otherwise have enjoyed 

Under the plain 
that tax-reducing 
provision of the Revenue Code; the 
Section 


regulations, it is made 


“allowance” refers to any 
“evasion 
129 has 
Treasury to 
simply reduction of taxes.” 


Unde I 


Commissioner 


or avoidance” language of 


been translated by the mean 


subsection (b) of Section 129, the 
is authorized to disallow only 


a part of the deduction, credit, etc., where 


the partial penalty is in accordance with 


the purpose of the section; he is also pet 


allowances between and 
prop 


powers in one 


mitted to allocate 
among various 


erties He 


taxable. entities and 


may exercise his 


case under both parts ot subsection (b) 


Some History 


Section 129 is an aspect of a doctrine 


which, through statutory enactment and re 
(b) Power of Commissioner to Allow Deduc 
Part In any case to which sub- 
applicable the Commissioner is 


fion Etc., in 
section (a) 1s 
authorized 

(1) to allow as a deduction, credit, or allow- 
ance any part of any amount disallowed by 
such subsection, if he determines that such 
allowance will not result in the evasion or 
avoidance of Federal income and excess profits 
tax for which the acquisition was made: or 

(2) to distribute, apportion 
income and distribute, apportion, or allocate 
the deductions, credits, or allowances the benefit 
of which was sought to be secured, between or 
among the corporations, or properties, or parts 
thereof, involved, and to allow such deductions, 
credits, or allowances so distributed, appor- 
tioned, or allocated, but to give effect to such 
allowance only to such extent as he determines 
will not result in the evasion or avoidance of 
Federal income and excess profits tax for which 
the acquisition was made: or 

(3) to exercise his powers in part under 
paragraph (1) and in part under paragraph (2) 

7 Regs. 111, Sec. 39.129-2(b) 

Cf. Code Sec. 45 (allocation of gross income 
deductions, credits or allowances among affil 
iated entities) 


or allocate gross 
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peated court decisions, has 
mental to the 


funda- 
interpretation of our 

The most famous expres- 
sion of the rule is found in the Gregory 
decision where the Supreme Court said that 


become 
W he le 
income tax law.* 


“The legal right of a taxpayer to decrease 
the amount of would be his 


taxes, or altogether avoid them, by 


what otherwise 


means 
which the law permits, cannot be doubted 
But the 


was done, apart 


question . ia’ what 


whether 
from the tax motive, 
the thing which the statute intended... 
The Gregory case involved the creation and 
temporary use of 


was 


a corporation solely to 
to obtain the benefit of 
a reorganization provision of the 1928 act 
by literally complying with its terms. Judge 
Learned Hand’s opinion in the lower court, 
which the 


permit a taxpayer 


Court affirmed, had said that the 
tax advantages of the reorganization pro 
visions did not apply to transactions which 
were literally within the applicable statutory 
definitions but which were not “germane to 
the conduct of the venture in hand.” ° Every 
tax practitioner is familiar with the myriad 
ramifications of the Gregory rule 


, the prece 
dence of 


form and the re 
quirement of business purpose in connection 
with tax benefits generally. 


substance over 


In the Spreckels case,’ the rule was di 
rectly applied to a situation which we now 
think of as being primarily 
the application of Section 129. The J. D 
& A. B. Spreckels Company, in 1933, ac 
quired, for a nominal price, all of the capital 
stock of Tire Company At 
the taxpayer acquired this 
company 


a question of 


the Savage 
when 
stock, the tire 


the time 
was insolvent; it 
was not engaged in the business it had been 
conducting prior to the acquisition, and was 
committed to sell its assets at a substantial 


‘| he 


had any 


tax loss 


that it intention of 
business of the tire 


taxpayer did not establish 
resuming the 
Shortly 


company 


company 
the acquisition of the tire 
the tire 


atte! 
stock, 
company completed the sale of its 
assets at a loss, and the Spreckels company 
tried to offset the 


against its 


loss of the tire company 
those or its 
The 


Appeals denied the offset on 


own profits and 


affiliates in a consolidated tax return 


Board of Tax 
*See S. Rep. No. 627, 78th Cong., ist Sess., 
on the Revenue Bill of 1943 (H. R. 3687), at 
p. 58. See, also, Higgins v. Smith, 40-1 ust 
© 9160, 308 U. S. 473: Gregory v. Helvering, 35-1 
ustc { 9043, 293 U. S. 465; Griffiths v. Helvering, 
10-1 ustc { 9123, 308 U. S. 355; U. 8. v. Joliet & 
Chicago Railroad Company, 42-1 ustc { 9222, 315 
U. S. 44: Moline Properties, Inc. v. Commis- 
sioner, 43-1 ustc § 9464, 319 U. S. 436; Interstate 
Transit Lines v. Commissioner, 43-1 ustc {1 9486, 
319 U. S. 590; National Securities Corporation 
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the ground that there was no business pur- 
pose other than tax reduction for the acquisi- 
tion of the tire company stock. It 
among other things: 

“In Woolford Realty Co. v. Rose, 286 U.S. 
319, which is cited both by petitioner and 
by respondent, the parent corporation 
the subsidiary became affiliated in 1927, 
was 


said, 


and 
and 


the question losses sus 


whether net 
tained by the subsidiary in the years 1925 
and 1926 could be deducted in the consoli 
dated income tax return filed by the affiliated 
group for the 1927. There 


yeal was no 


suggestion that the affiliation did not serve 
In holding that the net 
losses sustained by the subsidiary prior to 


a business purpose. 


affiliation could not be deducted in the con 
solidated return, the Supreme Court stated, 
through Mr. Justice Cardozo, in 
pages 329 and 330, as follows 


\ different would 
that a prosperous corporation could buy the 
shares of one that had suffered heavy losses 
and wipe out 
taxes, 


part, at 


ruling mean 


liability for 
The mind rebels against the notion that 

permitting a consolidated return 
was willing to foster an opportunity for jug 
facile {Italics 


thereby its own 
Congress m 


gling so 
supplied. | 


and so obvwus 


Thus, we see 1943, 
a well-founded 
body of law which at least pointed the way 
towards the solution of the problem with 
which the concerned. The 
committee that Section 129 


was intended to be declaratory of the exist 


that there existed in 
when Section 129 was enacted, 


legislation was 


reports show 
ing law, to confirm and make more certain 
a result which ¢ 
could have 
must 


have thought 
(one 
intention 


‘ongress must 
reached without it.’ 
that the 

force to the case-law 

courts, 


been 
assume 
was to add doctrine 
While the and especially the Su 
preme Court, had little difficulty applying 
their own rule of 


legislative 


form on 
an ad hoc basis, the intervention of Congress 
with Section 129 have made, in 
the department of tax law with which the sex 
tion is concerned, nothing but confusion. 
This 


129 is to be contrasted 


substance over 


seems to 


confusion with respect to Section 
with the success ot 


other loophole-closing provisions which could 


v, Commissioner, 43-2 ustrc { 9560, 137 F 
600 (CCA-3), cert. den. 320 U. S. 794 (1943) 

Gregory v. Helvering, cited at preceding foot 
note, at p. 469 

® Gregory v. Helvering, 69 F 
811 (CCA-3, 1934) 

J. D. @ A. B. Spreckles 
Dec. 11,002, 41 BTA 370 (1940) 

’J. D. @ A. B. Spreckels, cited at preceding 
footnote, at p. 378 

See footnote 4 
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be applied more or less mathematically. For 
example, there is very little trouble in the 
application of Section 130, which disallows 
as deductions certain business losses by in- 
dividuals where those losses have exceeded 
$50,000 in each of five consecutive years.” 
It is true that the Commissioner needed no 
additional authority for the disallowance of 
[ with the 
But what constitutes 


a hobby is to a great extent subjective, and 


expenses trom hobbies carried on 


appearance of business. 
Section 130 eliminates, in a number of cases, 
the inquiry into intention. 
tion 129 and 


centrate 


In contrast, Sec- 
the regulations under it 
intention. 


con- 
upon Another example 
of functioning legislation is Section 24, sub- 
sections (b) and (c), which disallow 
between related or 
payers. 


losses 
certain associated tax- 
These provisions eliminate the tricky 
question of bona fides in the transactions 
specifically described. Their effect is, 
erally, certain and easy to predict. 


gen- 
The tax- 
payer knows in advance what to expect 
More like 
Section 45 
power to reallocate items of deduction, credit 
or income where they have been artificially 
lodged among related taxpayers for the pur 
Section 41 allows the 
to prescribe methods of ac 
that the 
will be properly 


The own regulations,” 
with respect to consolidated income tax re- 
turns, deal with the problem met by Sec- 
tion 129 and offer an instructive comparison 
Under the regulations, 
if a corporation, which was a member of an 
affiliated group in a taxable year in which 
the group returned a consolidated net oper- 
ating loss or had 


Section 


which 


129 in application is 


gives the Commissioner 


pose of tax reduction. 
Commissionet 
counting so income of 


reflected 


taxpayers 


Commissioner's 


consolidated return 


a consolidated unused basic 


surtax credit, makes a 


separate return in 
it is permitted to carry over 
or carry back to the other year only so much 
of the consolidated 


credit as 


inother year, 
loss or of the unused 
attributable to it.” On the 
other hand, a net operating loss carry-over 
Carry back 
affiliated 


come tax 


Was 


or a which an 


separate in- 


from a year in 


corporation made a 
return used to reduce 


msolidated net income of a group of which 


may be 


®* But see Fred MacMurray, CCH Dec 
a TC , No. 2 (1953) 
Regs. 129, pt. 24 (Consolidated Income and 
Excess Profits Tax Returns) 
™ Regs. 129, Sec. 24.31(b)(3). 
Regs. cited at preceding footnote 
* Alprosa Watch Corporation, CCH Dec. 16,559, 
11 TC 240 (1948) 
% See S. Rep. No. 627, 
on the Revenue Bill of 
p. 58 


19,928, 


78th Cong. ist 
1943 (H. R 


Sess 
3687), at 
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the afhliate became a part only to the 
extent to which the affiliate contributes in- 
come to the consolidated group.” The Com- 
missioner, in his regulations, has seen to it 
that joining a consolidated group does not 
permit a corporation to get a greater benefit 
from these carry-overs or carry-backs than it 
would otherwise enjoy. On the other hand, 
allowed to take from 
the consolidated group, upon disaffiliation, 
more than its fair share of the “‘credits and 
other allowances” earned by the group. These 
provisions operate automatically, are easily 
understood and real contrast to 
Section 129, which with much the 
same problem 


a corporation 1s not 


offer a 
deals 


Scope of Section 129 


Is a corporation always free to make use 
of its “own” carry-overs or credits? 

The state of the law on this 
point begins with a dictum in a case which 
did not involve Section 129, because of the 
year in issue. The facts of the Alprosa 
Watch case™ are as follows: 
tion had been in the glove business. 


confusing 


Esspi corpora 
It had 
operated at a loss and had a substantial net 
operating loss carry-over. A group uncon 

nected with Esspi were in the watch busi- 
ness. There was available to them for sale 
in the United States a consignment of watches 
which, for trade reasons, they had to im- 
port and market through an existing organ 
ization previously unconnected with the watch 
business. They purchased the stock of Esspi 
and then sold the glove business assets of 
Esspi back to the former owners of that 
company. They changed Esspi’s name and 
place of business and dealt in the watches 
at a profit, the tax on which they sought 
to reduce by the use of the corporation’s loss 
carry-overs. The year before the Tax Court 
ended June 30, 1943, and Section 129, by its 
terms, did not apply. However, the Com- 
missioner, on the strength of the law as it 
existed before the passage of Section 129, 
argued that the carry-over was not available 
to Alprosa, nee Esspi 
gested as well that, 


Presumably he sug- 
since Section 129 was 
declaratory of that prior law,” its apparently 
explicit coverage of the Alprosa Watch situ- 


ation ought to reinforce the government’s 


“The House report also recognizes that the 
legal effect of the section is, in large, to codify 


and emphasize the general principle set 
in Higgins v. Smith (308 U. S. 473), 
other judicial decisions, as to the ineffective- 
ness of arrangements distorting or perverting 
deductions, credits, or allowances so that they 
no longer bear a reasonable business relation- 
ship to the interests or enterprises which pro- 
duce them and for the benefit of which they 
were provided 


forth 
and in 
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position. The 
It had no 
and 


court 
difficulty 
Esspi were the 


held for the taxpayer 
finding that Alprosa 
same corporation, the 


same “taxpayer” for the 


purpose of the 
provisions. It found, fur- 
thermore, that, since the owners of Alprosa 
did, in fact, need an existing corporation to 
market the watches, 


loss 


Carry-ovet 


their transaction had a 
they were not to be 
penalized (that is, denied their expectations ) 


business purpose 
for having chosen one with a beneficial loss 


carry-over. The court said 


our minds 
that, even assuming that this case were gov 
erned by 


“There is considerable doubt in 
129, the facts constitute a 
condemned by that That 


section would seem to prohibit the use of a 


section 


Situation section 


deduction credit, or allowance 


only by the 


acquiring person oT 


corporation and not 


] 
control 


their use by the corporation whos 


was acquired 


urning 
of the Congressional committee 
he Alprosa Watch dictum is indeed 
tounding. If the Tax Court is 
tion 129 is 


dictum 


trom the words of 


correct, 

] 1 
practically meaningiess 
Suggests thi: continuity 
corporate shell, the 


» eliminate at 


oevet 


the reality dept! 


of the tax avoidance m« 


extent to 


whitch the avenue chosen taxpayer is 


venture at hand. It 1s this 
dictum which leads 


germane oO any 


yptomistic taxpayers day 


after day to advertise in the financial columns 
for “loss corporations” 
that 
flatly 


Congress in passing Section 


formerly engaged in 
Watch 


contrary to tl tent of 


senate 


this o1 business. The 


dictum 1s 
committee report said 
‘Section 129, 


ment, as 


under your committee’s amend 
House bill, 
attempt to encompass tax evasion 


under the 


recognizes 


that any 


and avoidance problems by a specific de 


scription of the tax avoidance schemes will 


catch within its net both intended transac 


tions and those not intended and will tail to 


catch both those intended to be caught and 


those not intended. Further, the specific de 


scription tends to center attention upon the 


form and technical character of the scheme, 


and to let the substance of the tax avoidance 


escape. To determine what transactions con 


stitute the condemned evasion or avoidance, 
129 must be 


background 


eral existing 


section read in its context and 


It is superimposed on the sev 
provisions of the income and 
1 Case cited at footnote 14, at p. 245 


11 See S. Rep. No. 627, cited at footnote 15 
at p. 60 
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excess profits tax law, the basic policies of 
which contemplate the bona fide conduct of 
business in the ordinary way. Basic to the 
deduction, credit, and allowance provisions 
is a continuing enterprise so conducting its 


affairs.” ' 


In the light of that clear expression, and 
ot our that 
avoidance 


general understanding provi 
sions for the 


ought 


prevention of tax 
to be interpreted generously in the 
public interest, it is curious that the 
lem” of Section 129 has 


construed 


“pt ob 
become whether 


it is to be so narrowly as to de 


prive it of any meaning at all.” 


[There is nothing in the statute or its 
history to justify the narrow interpretation 
Taxpayers may certainly acquire control ot 
benefit of the cor 
poration’s carry-overs. To hold that the shar: 


holders of 


a corporation to get the 
a corporation do not “enjoy its 


tax losses when they put a profitable busi 
The dictum appears 
with the 


credit, or 


ness into it, 1s wrong 


to have been 


th it 


j 
conceived idea 


allowance, 


must itself have been acquired directly by 


Section 129 


the carry-over, other 
the new 
But the 
the control of corporations, or of property 
In short, the Alprosa Watch 
‘ustifed by the words or the 
129, 


their pet il. 


group tor 
Statute 


to apply 


refers only to acquisition ol 


dictum is not 


p Irpos¢ 


section 


and taxpayers rely on it 


lo revert for a moment to those who ap 


parently intend to rely on it, mention should 
be made of advertisements for corporations 


with losses in the textile trade, ot 
ll prosa 
Alf I 


make an 
ference whether the company acquired was 


electronics line. ete If the 


doesn’t 


dictum 1s correct, it 


once in the business intended for it in the 


tuture OT dictum does 
state of the law, 


course, if the 
express the true 


m the same line of business can only 


the question of business purposs 


acquired business is carried on by 
people with different property, the fact 
it is in the 


Same trade as before 


be of no particular importance 
It is hard to 


currency of the 


account for the 

Alprosa Watch 
plain language of the 
/ 


dictum in the 
case in view of the 


[Two things may be 


he first is the 


Statute 


suggeste 
undeniable fact that the 
government has lost all of the 
Section 129 cases Che 


solely on the basis of business purpose, but 


litigated 


decisions have been 


the uninterrupted line of decisions has pet 


18 See Regs. 118, Sec. 39.129-2 and Sec. 39.129-: 
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haps misled there is 
129 as a matter 
Moreover, as will be evident from 
the following discussion, a relatively small 


number of 


into thinking 
Section 


people 
some fatal flaw in 
ft law. 


have been decided in the 
Section 129 was enacted 
and it would appear to be a mistake to con 
sider the present body of case law definitive 
in any event 


cases 


ten years since 


The second notion that comes to mind is 
that there exists a confusion between the 
kind of situation which existed in Alprosa 
Watch and the A. B. ¢ 
and another common situation which is not 

Section 129, That is the 
ft a corporation past with 


unused excess profits tax credit which goes 


Container ™ 


cases, 
covered by case 
with losses or 
out and acquires a new, profitable business 
in the another line It does not 
seem that Section 129 would operate to de 
rive the shareholders, had suffered 

through their company, of the op 
portunity to offset those 


new ways to make profits 


Same or 
who 
losses by finding 
The connection 


and the 
allowance is not 


between the shareholders advan 


tageous tax 
The 


rprise 1s 


sham or 
acquisition of the 


arti 


ficial profitable 


ente “oermane” to their venture 


Che case is clearly distinguished from the 


one where the who have a bus! 


profits, 


taxpayers, 
with 


ness 


prospective 
lor a company 
why 


shop around 
with a past loss. The reason 
Section 129 condemn this 
acquisition is not, as the Tax 
Court suggested in the Alprosa Watch case, 
that the action 


does not 
latter ype of 
does not impinge upon the 
corporation ot “its 
that the rec 
expansion or 


enjoyment by a own” 
ut rather 


| 
by the 


unsuccessful 


oupment of a 
change of an 


business is a legitimate busi 


ness purpose and one which the loss carry 


over provision is intended to assist.” 


\ proper interpretation of Section 129 


that 
irom cor 


must recognize the 


economic reality 


shareholders are the true losers 


porate failure and the 


true beneficiaries of 
The error 
that it 


separateness of the 


advantages 
Watch 


formal 


its profits and tax 
Alprosa 


tocuses on the 


ot the doctrine is 


A. B. & Container Corporation, CCH Dec 
17,641, 14 TC 842 (1950). The taxpayer corpora- 
tion was engaged in the business of buying and 
selling textbvoks The taxpayer stock was 
owned by one Harvey Kramer's partnership 
had a corrugated box business. Harvey’s cor- 
poration had a substantial loss carry-over 
Kramer bought up the corporation's accounts 
payable from its creditors and Harvey trans- 
ferred the stock of the corporation to Kramer 
Kramer carried on the box business in the 
corporation and shortly after his acquisition 
of the stock discontinued the book business 
The decision of the Tax Court was for the 
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corporate entity and disregards that 


nomic reality. 


eco- 
To conclude this point, it is apparent 
that at present, no real basis for 
any rule which exempts from the impact of 
Section 129 the use of a 


there is, 
“loss” corpora- 
tion to carry on a new business by new 
The Alprosa Watch dictum appears 
arisen from a misreading of the 
plain words of the statute. No weight has 
since been added to the dictum by any case 
under Section 129 or otherwise. 


the dictum is 


owners 
to have 


Moreover, 
with the widely 
understood purpose of Section 
129, prudent taxpayer will 
not rely on the A/lprosa Watch rule in form- 
ing his expectations 


inconsistent 
spirit and 
Theretore, the 


These conclusions about the 
Section 129 are, 


the question ot 


scope of 
of course independent ol 
business purpose, the ex 
gives the acquiring 
“out,” whether or not his case 
benefit of the Alprosa Watch dictum. 
Before going on to the question of business 
purpose, mention should be made of one 
which illuminate the 
of Section 129 as a 


istence of which 


tax- 
payer an 


gets the 


case does meaning 


matter of law. The 
Terminal also 
relationship between 
business-purpose questions and questions of 
] Section 129 


Commodore's Point case ™ 
illustrates the close 


law in the application of 


Commodore’s Point Terminal Corpora- 
tion (the taxpayer) operated a deep water 
terminal in Jacksonville, Florida From 
the time of its organization in 1933 through 


1943, it was almost steadily a losing propo- 


sition 1943 and in 
Lovett acquired all of the 


standing 


Late in 


1944, one 
taxpayer's out 
stock. Before his acquisition of 
any interest in Commodore's Point, Lovett 
owned 58 per cent of the outstanding stock 
of the profitable Piggly 


tion which 


Wiggly Corpora- 
sold a merchandising 
In 1944, Lovett 
Wiggly 
took back in ex 
interest-bearing bonds of the latter. 
The tax advantage obvious Piggly 
Wigely dividends received by Commodore's 


grocery 
system on a royalty basis 

transferred his Piggly 
Point 


shares to 
Commodore’ s and 
change 


Was 


taxpayer. The rationale of the decision is based 
solely upon the continuity of the corporate 
entity of the taxpayer 

* See S. Rep. No. 627, cited at footnote 15 
at p. 60. The Senate committee said Basic 
to the deduction, credit and allowance provi- 
sions is a continuing enterprise so conducting 
its affairs."' The report notes that the tax 
avoidance denoted by Section 129 is noncon- 
formity to the basic policies of the special tax- 
reducing provisions of the Code, such as Sec- 
tion 122 (Net operating loss deduction) 

‘1 Commodore’s Point Terminal Corporation, 
CCH Dec. 16,602, 11 TC 411 (1948) 
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“‘Control’’ means the ownership of 
stock having at least half of all 
the votes in the company, or 

half of the total value of the 
company’s outstanding stock. 


Point were subject to the dividends-received 
credit ” in the hands of the latter and the 
interest paid to I[ovett deductible.’ 
The Commissioner sought to deny the divi 
dends-received and the interest de 
authority of Section 129 
Court 
was not a ase to 


Was 


credit 
duction under the 
However, the 
this 


Tax was satisfied that 
which Section 129 
applied and, moreover, that, even if it did, 
there was a 


substantial business 


purpost 
in the transaction to frustrate the Commis 
sioner. It is, therefore, not 
what part of the 


what is holding 


entirely clear 


opinion is dictum and 


However, the Tax Court said that Section 
129 did not apply because the use of the divi 
dends-received credit by 

did not depend upon the 
of control of Piggly 


Point have 


Point 
acquisition by it 


{ ommodore’s 


Wiggly; Commodore's 
had the benefit of the 


dividends-received credit even if it had less 


would 


than control, although the 


have been smaller in amount 


credit would 


purposes otf Section “con 


For the 129, 
trol” means the ownership of stock having 
at least half of all the votes in the company, 
or half of the total value of the company’s 
outstanding stock \ question has 


whether, if a 


be en 
raised as to owned 
half of the voting stock of a company before 


the effective 


person 
date of the later 
stock as to 
branches of the defini 


statute, and 


acquired such money 
qualify under both 


tion of control, the later acquisition 
under Section 1297* Che 
been answered in principle by the ( 
dore’s Point 


acquisition was necessary in order to obtain 


value of 


omes 
question has 
mimo 
Terminal case lf the second 
the tax benefits with which Section 129 is con 
cerned, the fact 
the definitions, 


that control, under one of 
was acquired under circum 
covered by Section 


later 


stances not 129 ought not 


exempt the from its effects 
On the _ business-purpose 
court found that, while 


did not 


acquisition 


question, the 
Commodore's Point 


acquire any 


deduction credit o1 


=@ Code Sec. 26(b) 

2 Code Sec. 23(b) 

“Ekman, ‘‘What Has Happened Under Sec 
tion 129: What May We Expect?'’ Proceedings 
of New York University Tenth Annual Institute 
on Federal Tavatio. (1952), p. 1242, footnote 20 
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other allowance either from Lovett or from 
Piggly Wiggly, it did acquire the Piggly 
Wiggly stock from Lovett and the principal 
purpose of the acquisition was the increase 
of its gross income. Commodore's Point 
did, in fact, use the Piggly Wiggly divi 
dends for the rehabilitation of 
business which 
Lovett’s aegis. 


its terminal 


under 
Operating loss carry-overs 


became successful 
and unused excess profits credits were not 
at issue in the Commodore’s Point case. It 
was solely a question of income and allow 
ances arising after the acquisition in issue 
Any which Lovett 
acquired and to which he 
Piggly Wiggly 
benefit of the 


corporation might have 
contributed the 
would had the 
dividends-received credit 
credit did 
not depend on the acquisition of any tax 
allowance, but on the 
income 


stock have 


Commodore’s enjoyment of the 
increase Of itS gross 


and by a 
therefore, the 


particular and, 


means, 
resembles the 
acquisition by a corporation, with no sub 
stantial change in its 
profitable 


key to the business-purpos 
J t ] 


Case closely 


shareholders, ot a 
Th 


aspect of the 


business for the future 


decision is that the enjoyment by 


dore’s Point of the 


Commo 
dividends-received credit 
is consistent with the purpose of the provi 
sion creating the credit 


Che Treasury has recognized that Sectio 
129 does not condemn an acquisition mad 
to get the benefit of 


where the 


a tax-reducing provi 


$10n acquisition promotes a 


policy which is in accord with the purpose 
of the legislation providing the benefit. It 


has ruled that the formation of a 


Hemispher« 


Wester: 
Trade Corporation is not sub 
ject to Section 129.” In the Commodore’s 
Point situation, it might be said that, since 
Congress has established a pattern of taxa 
tion of intercorporate dividends acceptable 
to it, an acquisition made in order to come 
within the pattern is not to be 

The WAGE 
intertwined 
and the 


of law 


struck down 


case also involves a closely 
business 
Section 129 as a 


Che taxpayer corporation made at 


question ot purpose 


scope ol matte! 
agreement with the stockholders of anothe1 
corporation for them to transfer their stocl 
to the 
the taxpayer. 


taxpayer in stock of 


After the exchange the othe 


exchange tor 


corporation was merged 


Frank G 


shares of both corporations. 


into the taxpayer 


Revoir owned &0 per cent of the 


I 


‘I. T. 3757, 1945 CB 200 
4% WAGE, Inc., CCH Dec 


(1952) 


19,301, 19 TC 249 


TAXES —The Tax Magazine 





The taxpayer had been an automobile dis- 
tributor, the business of which became dor- 
mant with the onset of World War II. 
It had a large amount of cash and a sub- 
stantial profit tax credit. 
The Commissioner sought to deny the bene- 
fit of the credit with respect to the period 
after the The corporation 
was a broadcasting company which operated 
station WAGE and which needed’ capital 
to go into FM and television after the war. 
After the merger, the petitioner, the former 
automobile distributor, continued as a broad- 
casting company. The Tax Court held that 
a substantial business purpose was achieved 
by the transaction, in that the combination 
of the petitioner’s capital and the 


unused excess 


merger other 


other cor- 
business was 


nomically real and necessary. 


poration’s broadcasting eco- 

It was not at all clear why in the WAGE 
case it was necessary for the court to make 
purpose the rationale of its deci- 
Revoir had control of both cor- 
porations in the transaction. 


business 


s10n since 


The acquisition 
appears to be specifically exempt under the 
language of Section 129 (a).” 

However, 
tion 129 


this 1s also a case where Sec 


should not 


corporation, 


apply since the loss 
without being acquired by new 
acquired a profitable 


could get the 


ywwners, 
that it 


business so 
both its 
apital and unused excess profits tax credit 


advantage 


It is also interesting to 


that the 


note 


Tax Court appears to be assiduously avoid 


sa Watch dictum. The WAGI 


have been disposed of 


ing the 1lpro 


coul 


Cast 


without 


reference to business that 


purpose if rule 


had been appli d 


Split-ups 


Four problem of 
the application of Section 129 to corporate 
None of 
Section 129 


since they were 


cases have involved the 
split-ups 
| 


af 
hether 


them met the issue ot 


\ applies at all to split 
all decided in favor ot 


taxpayer on the grounds of 


adequate 


aione 


usiness purpos¢ 5 


Under Code Sec 
by the 


129(a)(2), the acquisition 
Surviving corporation is exempt 
the other corporation whose property it ac- 
quired was contrelled by the shareholders of 
the acquiring corporation. It is true, however, 
under Sec 29(a)(1), that a person (the sur- 
viving corporation) acquired control of another 
corporation. However, since this was merely a 
step on the way to a transaction described by 
Sec. 129(a)(2), it should not be made the basis 
of circumventing the plain intention of Sec. 
129(a)(2) 
% Alcorn Wholesale Company, CCH Dec. 18,034, 
16 TC 75 (1951) (Acq.) 
Berland’s Inc. of 


18.057 


because 


South 
16 TC 182 (1951) (Acq.). 


Bend, CCH Dec. 
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The first case is Alcorn Wholesale.” The 
King Grocery Company, for many years, 
operated five wholesale grocery establish- 
ments in as many different towns. In 1944, 
the business was split up into five separate 
corporations, each of which carried on the 
same business that 
its town on 
organization. The Commissioner sought to 
disallow the $10,000 specific excess profits 
tax exemption, then prescribed by Section 
710 (b) (1), on the theory that the split-up 
was condemned by Section 129. While it 
was admitted that tax reduction was 
of the purposes of the reorganization, the 
Tax Court found that it was not the “prin- 
cipal purpose” 
tion 129 
for the 


had been carried on in 


a branch basis before the re- 


one 


within the meaning of Sec- 
because there were 
reorganization, as 


other reasons 
follows: (1) to 
increase the combined borrowing capacity 
of the combination (under the applicable 
state law a bank could loan to any one 
corporation only 15 per cent of that bank’s 
aggregate paid-in capital and surplus); (2) 
limitation of liability; (3) handling of added 
lines of 


merchandise in where 


“exclusive”; and (4) 
elimination of prejudices against chain and 
absentee operation 
out that the 


those towns 
no competitor had an 


The court also pointed 
reorganization was not arbi 
trary or artificial but was a natural division 
of the King with its 


| 
sale houses into five companies. 


company whole 


hve 

In the Berland case,” 22 out of 51 branch 
stores owned by a single corporation were 
formed into 22 separate 
The ¢ 
the specific exemption 


(b) (1). The 


the Tax 


subsidiary corpora 


tions. ommissioner sought to deny 
under Section 710 
petitioners demonstrated to 
that the 


reorganization 


Court principal purpos« 


of then was not 


to evade o1 
rather to put the 
corporations in a better 


avoid taxes but separate 


position to nego 
tiate for rental reductions than if the leases 
all held directly by 
chain operator. 

In the Chelsea case,” the tax 


payer separated its manutacturing functions 


were a single corporate 


Products 


Chelsea Products, Inc 
16 TC 840 (1951) 


CCH Dec. 18.240 
aff'd 52-2 ustc { 9370, 197 F 
(2d) 620 (CA-3). Judge Opper’s dissent in the 
Tax Court case, published at p 
interest He said 
possible to say so 
has no application 
purposes are as 


853, is of some 
Nor does it seem to me 
cavalierly that Section 129 
when the alleged business 
flimsy as they were here 
when the question is concedingly one of fact 
and when as the hearer of the evidence 
I would have found that no substantial purpose 
was nor could have been expected to have been 
served by the sales companies except the 
tax avoidance objective which has apparently 
been obtained.’ 
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from its sales operations. The plan was 
carried out by forming a sales corporation 
in each of The stock of the 
separate sales corporations was subscribed 
for by the the 
reorganization, the 


designated 


three states. 
owners of 
After the 

companies 


manutacturing 
company 


sales 


were exclusive 


agents to1 the manutacturing company; 
each company was assigned a different area 
of the country and they in turn proceeded 
to employ 
had 


sought to 


single com- 
past. The 
combine the 


sales agents as the 


pany done in the Commis- 


sronet incomes ol 
all the four companies under Section 45 and, 
incidentally, Section 129. Despite 


finding that the three sales companies were 


under 


granted larger discounts than were war- 


ranted by commercial practice, the Tax Court 
found as 
of the 


a fact that the principal purpose 


organization of the sales 


companies 
‘was to carry on business.” 


In the Dilworth case,” a corporation 
which had formerly operated in two states 
transferred its operation in one of the states 
to a The 
ment collected a deficiency from the parent 
on the that 129 permitted 
the disregard of the separate corporate en 
tity of 


subsidiary corporation govern 


theory Section 


and the taxing of the 


to the 


the subsidiary 


income therefrom 


parent Phe pat 
ent as plaintiff in a refund case was awarded 
judgment The district that 


the subsidiary was pur 


court found 


organized for the 
pose ot a different 
resulted a 
solution of 


carrying on business in 


state from the 


parent, that there 
and the 

problems 
129 did 


the district 


Saving in State taxes 


certain personnel 


section 


that, ac- 
not apply. In 
that 
Dilworth 
(the parent com 


and 
cordingly, 
a dictum, court suggested 
Section 129 could not apply in the 
plaintiff 


acquire a 


case be cause the 


pany) did not new corporation 
owned by it, 


formation of the 


ry new assets not formerly 


by reason of the sub- 


J. EB. Dilworth 
{ 9413, 98 F 
27 Case cited at 
See footnote 20 
‘**SEC. 15 
(c) Disallowance of 
Vinimum Excess 


Company v 
Supp. 957 


Henslee, 51-2 
(DC Tenn.) 
preceding footnote, at p. 960 


Surtax Exemption and 
Profits Credit.—If any corpo- 
ration transfers, on or after January 1, 1951 
all or part of its property (other than money) 
to another corporation which was created for 
the purpose of acquiring such property or which 
was not actively engaged in business at the 
time of such acquisition, and if after such 
transfer the transferor corporation or its stock- 
holders, or both, are in control of such trans- 
feree corporation during any part of the taxable 
year of such transferee corporation, then such 
transferee corporation shall not for such tax- 
able year (except as may be otherwise deter- 
mined under section 129(b)) be allowed either 
the $25,000 exemption from surtax provided in 
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sidiary The transaction merely resulte: 
in the shifting of the control of the assets, 
formerly used in the operation of its branch, 
from direct ownership to indirect owner- 
ship through a subsidiary stock relationship 
Since the case was disposed of on a finding 
purpose, the 


but does not 


of business dictum 


conclude that 
formation of a 
by Section 129 

129 (a) 
such 


suggests 
a split-up by 
subsidiary is not covered 
It is certainly not covered by 
(2), 


circumstances, 


section since no corporation, 


prop 
controlled 
prior to the acquisition by the transferee or its 
stockholders. However, under Section 129 
(a) (1), (the parent) has di 
rectly, and another person (the parent cor 


under acquires 


erty of another corporation, not 


one person 
poration’s stockholders) has indirectly obtained, 
via the formation thereof, control of another 
corporation (the new subsidiary). The dis 
trict court in the Dilworth suggests 
that the “acquire” in 129 (a) 
(2) refers to the something al 


Case 
word Section 
getting of 

rather than to the cre 
ation of a corporation subject to the 
The Senate committee 
this view of the 
129 (a) (2), since it sugges that 
Section 129 is not intended to apply 


r 
there is substantial conti 


ready in existence 


control 
of its 
port 

section 


creators 


supports meaning ol 


where uity of 


business 


operation However, if that is 


what was meant, the 


129 (a) (2) is 


language of Sectior 


certainly not entirely cleat 

since the normal understanding of the word 
would 

undoubtedly this ambiguity in Section 129 

(a) (2) which led to the passage 

15 (c) in the 

fact of the 


perhaps, 


“acquire” include creation It is 

section 
1950 The 
section 15 (c) is, 
indicative of a Congressional 
Seetion 129 does not apply to 
split-ups through the formation of subsidiaries 


With the 


tax" aS a 


Revenue Act ot 
passage ol 


clusion that 


renewal of an excess pre 


, 
outbreak ot the 


fits 


result of the 


subsection (b) or the 
profits credit 


$25,000 minimum 
provided in the last 
section 431, unless such transferee corporation 
shall establish by the clear preponderance of 
the evidence that the securing of such exemp 
tion or credit was not a major purpose of such 
transfer. For the purposes of this subsection 
control means the ownership of stock possessing 
at least 80 per centum of the total combined 
voting power of all classes of stock entitled to 
vote or at least 80 per centum of the total value 
of shares of all classes of stock of the corpora 
tion In determining the ownership of stock 
for the purpose of this subsection, the owner- 
ship of stock shall be determined in accordance 
with the provisions of section 503, except that 
constructive ownership under section 503(a)(2) 
shall be determined only with 
individual’s spouse and minor children The 
provisions of section 129(b), and the authority 
of the Secretary under such section, shall, to 


excess 


sentence ol 


respect to the 
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Ision Was apparently 
out the problem of cor- 
d to multiply the 
profits tax credit. 
123 of H. R 
allowed only 


credit 


minimum excess 


POSE d section 


123 would have 


minimum excess pronts tax and 


surtax exemption to an affiliated ¢ 


and would have applied to 


limitation would have 


automat 


it was formed before o1 
1 


1A\ 


| | ( proposal 


espec 


ally on the 
} 


wl normally 


Lit 


valid business reasons, operate 


multiple « ations. Section 123 


Y 
TpDoO 
t 


jected by Senate Finance Com 


lace, ( ode section 15 (c) 


was passed Section 15 (c) disallows the 


$25,000 surtax exemption and minimum ex 
cess profits tax to a corporation which has 


received Irom another corporation atte 


anuary & 1951. property other than cash 


if, atter the an , the transteror corpora 


tion or its shareholders or both, control the 


transteree and if the transteree was created 


the purpose of acquiring the 


it property 


as not engaged in business at the 
lt the 


reponderance Ot 


time 
transferee estab 
the evi 


cre dit 
transter, 


t securing the exemption o1 


principal purpose of the 


will not be disallowed 


or credit 


c) applies only to years sub 


present excess pronts tax 


enacted 11 Some 


tr an 


sub 


existi 


more 


sidiaries ) Cari i f its business 
(Footnote 34 continued) 

the extent not inconsistent 
of this subsection be 
section. This subsection shall not 
taxable year with respect to which 
posed by subchapter D of this 
in effect 


with the 
ipplicable to 


provisions 
this sub 
apply to any 
the tax im 
chapter is not 
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the 
Iree 


where formation of a subsidiary is a 


tax transaction. If cash were trans- 


Section 15 (c) 
But 


would 


ferred to the subsidiary, 


would, by its own terms, not apply. 
that the 


a position to 


it does not seem subsidiary 
the cash to 
from its parent and keep 
Section 15 (c) 


circumstances, the 


use 
perty 
the application of 
those arrange 
ment is subject to treatment as a step trans 
Moreover, the 


does not 


Section 
prop 


language Ol 


action 


15 (c) exempt a transier of 


erty by way of purchase 

If Section 15 (c) lapses with the 
effect 
lreasury’s chance 
129 to split-ups 
subsidiary 


present 


excess profits tax, its chief may well 


have been to spoil the 


of ever applyir Section 


the use of companies 


busine SS 


universal 


reasons 18 SO 


here probably was never much chance 


large number of cases of establishing 


that the 


absence ot business 


section 


purpose 


courts require it 129 cases 


Conclusion 


faking the a and the 


jutsItIOn cases 


split 


rether 


drawn as to the 


what conclusions can be 
attitude ot the 
Tax Court, on 
129 


up cases tog 


courts, and 
particularly the business pur 


sectio1 and Section 15 (c) 


In view of our conclusion as to the 
Section 129, a showing 
likely te 


case ot an 


scope of of business 


purpose is become all 


the 


important 


in the 


attack by Commis 


sioner under Section 129 


The cases establish a point of view which 
attitude of the 


purpose as Cx 


materially differs from the 


(Commissioner on business 
pressed in the 


regulations” and as evi 


denced by the cases chosen for 


The ¢ 


litigation 
his atten 
tion on the subjective attitude of the parties 
the their 


He asks the to considet 


omiissioner concentrates 


towards tax advantages of trans 


the 
various considerations 


court 


action 
P ; 
relative weight of the 


which motivated the proposed acquisition 
that, 
undertaking 
it ti 
More 
reduction 
other 


transaction would not have 


or reorganization He says 


even 1 


we find other valid reasons for 


the acquisition, Section 129 applies 


reduction was the principal reason 


over, he adds, the motive of tax 


need not be so dominant overt the 


motives that the 


See Ekman 
1246 


article cited at footnote 24, at 
Regs. 118, Sec. 39.129-1 
Regs. 118 
Commissioner 
broken new 
hierarchy of 
the statutory 


and following 
39.129-3(a) Of course 
cannot be considered to 
ground in the regulation 
intentions is clearly 


Sec 


the 
have 
since the 
imposed by 
language 
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It is interesting to note, says the 
author, that the Tax Court 

appears to be assiduously avoiding 
the Alprosa Watch dictum. 


taken place in the absence of the prospect 
of tax The calls 
upon the courts for some delicate weighings 
and evaluations of ephemeral qualities. 


reduction Commissioner 


But. the 


not go be,< 


Commissioner’s regulations do 
md the fair meaning of Section 
129 itself because the statute, like the regu 
lations, makes relative intention the test of 
the applicability of Section 129. However, 
the burden of adjudicating the hierarchy of 
intentions, imposed by the statute and the 
regulations, is one which the 


simply refused to take up 


courts have 


Instead, the courts approach these 
in the spirit of the Gregory case. The 
ent rule is that, if the 


real in the 


CadCs 
pres 
under 
that it has 
substantial economic and legal consequences 
independent of tax 


transaction 
taken is 


sense 


reduction, it will not 
be spoiled by Section 129 even though tax 
payers were aware of, and, in part, moti 
reducing taxes.” 
Moreover, on the basis of the cases decided 
up to now, it appears that if the taxpayers 
demonstrate to the Tax Court that they 
have a valid nontax reason to carry on then 


vated by, a purpose of 


business in a corporation, the court will not 
disturb the corporation’s tax loss, if they 
do, in fact, carry on business in the corpora 
tion chosen It will not treat them as if 
they had chosen the most expensive rout 
to the business objective. 


Of course, where the corporation has no 
economic purpose in the 


transaction except 
to reduce 


taxes, the Tax Court will not 
recognize it, as the Supreme Court refused 
to recognize the temporary 


the Gregory cas In 


corporation in 
this connection coti- 
sider such a case as Kimbell-Ditamond Milling 
Company.” There, the taxpayer suffered a 
fire which resulted in the destruction of one 


5 See case cited at footnote 29, at p 
court said, in connection with the 
split-up in issue 

‘The consideration of the tax aspects of the 
plan was no more than should be expected of 
any business bent on survival under the tax 
rates then current. Such consideration is only 
the part of ordinary business prudence. It does 
not follow automatically from the fact that tax 
consequences were considered, that tax avoid- 
ance was the principal purpose of Berlands’ 
organization of the petitioning corporations.”’ 


188. The 
corporate 
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of its mills. Four months after the 
the taxpayer acquired by purchase all of 
the capital stock of the Whaley company, 
paying $210,000 therefor It immediately 
liquidated the Whaley company. Ordi 
narily, in such a liquidation, the Whaley 
company’s basis would have carried ovet 
into the hands of Kimbell-Diamond 
the latter would have 
take depreciation deductions on Whaley’s 
adjusted which abcut $100,000 
in excess of the taxpaver’s cost for the 
stock.” The Tax Court held that the Kim 
bell-Diamond company was not entitled to 
the benefit of Whaley’s basis in the liqui 
dated assets. 


fire, 


and 
been permitted to 


basis, was 


The transaction was treated 
as a purchase of assets. Here, of course, 
there is no question of the existence of a 
substantial business purpose for the 
sition of the Whaley 


denied the deduction (for increased depreci 


acqui- 
assets but the court 


ation) based upon the form which the trans 
action took 
acquisition of 


which was not germane to the 
The result is that 
Kimbell-Diamond was not allowed to offset, 
against its profits, losses suffered by Whaley 
or its stockholders before the acquisition ol 
the Whaley stock by 
The very 
situation, 


assets. 


Kimbel!l- Diamond 
Section 129 
willingness of 
the Tax Court to strike at the tax-reducing 
aspect of a 


case is close to a 


and shows the 


transaction whose significance 


is only formal.” 


Nevertheless, it can not now be said with 
full conviction that the type of case repre 
sented by Kimbell-Diamond is the 
limit to which the courts will tak« 
ness-purpose 


outer 
the busi 
] Q- 


denied 


requirement of Section 


or that a corporation never be 


will 
loss 


the use of its own 
it, in 


carry-overs where 
utilized for the 


manner 


tact, 1S conduct of 
business in the of Alprosa Watch 
The that the narrow 
interpretation of Section 129 is the correct 
one, But this I 
so contrary to the declared purpose of Sec- 
tion 129 and the that 
the state of the law must, for the moment, 


[The End] 


decided cases do say 


interpretation seems to be 


statutory language, 


be considered uncertain. 
Kimbell-Diamond Milling Company, CCH 

Dec. 16,204, 14 TC 74 (1950), aff'd 51-1 ust 
§ 9201, 187 F. (2d) 718 (CA-5). 

*” Code Sec. 113 

41 See Regs. 118, Sec. 39.129-3(c), which pro- 
vides that, if the requisite acquistion and pur- 
poses exist, among the transactions covered by 
Code Sec. 129(a)(2) is one wherein a corpora- 
tion acquires property, having, in its hands, a 
substituted basis which is materially greater 
than its fair market value at the time of such 
acquisition, in order to secure a larger excess 
profits tax credit or to utilize property to create 
tax reducing losses. 
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Federal Tax Calendar 


January 15—— February 1 (January 31 is a Sunday)—— 
Due date Or final paymel ) 1953 calen Due date ot return tor the quarter et! 
dar-yvear estimated tax imdividuals December 31, 1953, of excise tax 


declarations safe deposit boxes; transportation 


estimated by peline; telephone, 


oO! 
1953 by tarmers ind cable messages and services: 
final returns by the portation of persons; admissions, 
J by ind lual ] t f li lubri 
t January and by individuals (other and initiation tees: gasoline, lubri 
than tarmers) who for the first time are ‘ and matches: sales by mar 
required 1 make declarations of turers, including sales of 
mated tax, unless election 1s made A revolvers; processing of 
] 


a final return for the calendar veat 53 sales by the retailer; manutactut 


and pay all unpaid tax sugar; transportation of property; 


betore January 5, 1954 diesel fuel However. il, and 1 
the return is accompanied by dey 
extension, of 


> - receipts (Fo 53 Jepositary 
ar ended July 31 — Form 537, Det , 
, for Federal Excise Taxes), 
) loreign partnerships, 
ae timely deposits, m payinel 
porations Which matin , , 
, ' taxes due for the itire quarter, 
aces of business in the ; 
> , turn may be fils betore t 
J) domestie corp < . 
I February 


Part 477 


all I: XCIS¢ 


isact their business 


s and books ot 





abr 


principal income from I \ ) Employers’ quarterly 


1 
tiie possessions ited 


ment (by depositary receipts 


and (5) American citizens residing of the tollowime taxes for 
traveling abroad, including perso quarter of 195, (1) emplovees’ 
| withheld unde Section 1401, >) 
lovers’ tax under | tion 1410 
3) incom tax 1 ac wit 
under Code Section 1622 With 
respect to such taxes tor December, the 
employer may either include wit 


return (Form 941) direct remitt: 
cers and 1 1 : 
district director of 


iin f 
| pt te 
ecel 


a tederal ( 


date for ivel district d ] urn on Form 941 


internal revenue, b am] depositaries ce mpamed by depositary receipts 


= A ae 
the United States, of requisitions for 450), showing timely deposits, 


] par it of the t sad or t 
all stamps purchased during the pre payment Ne tant uc 


| , , quarter, tl turn m 
ceding month, with statement showin, ua ’ € revwrn . 


end on wr betor« February 10 
s 116, Sections 405.601, 405 


stamps 0 and at beginning and 
sold 

or pro armers may file final return 

sold during income in order to eliminate 


} 


hling January 15 estimate 


or employer to furr 


quarterly a \ ‘ i rns ) \ with a statement 


calendar vear wi HW 4 as | g 1953 


stallment payment metho ) I t oun P| 1i¢ taxes 
was elected Regulation . n 1 1 Sections 1400 


39.56-1())(3).) Regulations 116, Section 
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